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Foreword 


Since we came to office in September 
1984, the government has followed a com- 
prehensive, consistent and credible program 
for economic renewal. The goal is clear: to 
revitalize the Canadian economy and create 
more productive and higher quality jobs for 
Canadians. Achieving this goal requires 
confident producers and an efficient and 
flexible economy, one that can continue to 
go head-to-head with the world’s best and 
compete on equal terms. 


The philosophy and principles of our 
economic strategy were set out in An 
Agenda for Economic Renewal, published in 
November 1984. Considerable progress has 
been achieved in meeting these challenges 
in the first three years of our mandate. For 
example, we have: 


¢ taken major steps towards restoring 
health to the country’s finances: the fiscal 
deficit has been substantially reduced, 
federal spending has been restrained, and 
the excessive growth of the national debt 
will be brought into line with growth in the 
economy by fiscal year 1991-92. 

* removed major impediments to growth in 
the private sector: the National Energy 
Program has been replaced with a mar- 
ket-oriented energy policy, regulations in 
the transportation and financial sectors 
have been modernized and streamlined, 
the Foreign Investment Review Agency 
has been replaced by Investment Canada 
with the mandate to attract (rather than 
discourage) foreign investment, 11 Crown 
corporations have been privatized, and a 
new Competition Act has been imple- 
mented to foster a healthier competitive 
environment. 


e undertaken comprehensive tax reform: in 
the first stage of tax reform, personal and 
corporate statutory tax rates are being 
significantly reduced and the tax bases 
are being broadened. In the second 
Stage, the present federal sales tax will be 
replaced with a broad-based multi-stage 
sales tax, the income surtaxes will be 
eliminated, personal taxes will be reduced 
further for middle-income Canadians, and 
the refundable sales tax credit will be 
increased, paid in advance and extended 
to more households. 


These accomplishments have con- 
tributed significantly to progress in dealing 
with the policy and structural problems in 
the Canadian economy. Indeed, they have 
already begun to have a major effect on its 
performance. Since September 1984, the 
economy has created more than one million 
jobs and the unemployment rate has 
declined to its lowest level in six years. Over 
the past three years, Canada’s record in real 
output growth and job creation has been 
second to none among the major industrial 
countries. 

Yet more needs to be done to 
strengthen Canada’s economic renewal. In 
the Agenda for Economic Renewal, the 
government indicated its intention to 
“examine as a matter of priority ... all 
avenues to secure and enhance market 
access’. And the government has 
responded to the challenge of trade liberali- 
zation by taking bold and decisive initiatives, 
both multilaterally and bilaterally. 


In September 1986, Canada was a 
leading participant in launching the Uruguay 
Round of multilateral trade negotiations 
under the General Agreement on Tariffs and 
Trade (GATT). The Uruguay Round is impor- 
tant for securing and enhancing the interna- 
tional trading environment. It will focus on 
halting the introduction of new protectionist 
measures, promoting policies that will 
remove barriers to trade in goods and ser- 
vices, and improving market access. As 
well, these GATT negotiations for the first 
time will include across-the-board negotia- 
tions on agriculture. Canada has also been a 
major force in the Organization for Eco- 
nomic Cooperation and Development 
(OECD) and the Economic Summits, push- 
ing for agricultural reforms to deal with the 
problem of escalating farm subsidies in the 
European Economic Community (EEC) and 
elsewhere. 


The Free Trade Agreement with the 
United States is a major building block in the 
government's strategy to strengthen 
Canada’s competitive position in world 
markets, and thereby bring new and lasting 
vitality to the Canadian economy. Canada is 
now the only major industrial country with- 
out secure access to a large, high-income 
market; the Free Trade Agreement will 
provide enhanced and more secure accéss 
to the huge U.S. marketplace. The Free 
Trade Agreement will provide greater oppor- 
tunities for economies of scale in Canadian 
production and marketing and this will 
encourage greater productivity and stimu- 
late innovation. In short, the Agreement will 
lead to a more efficient and lower-cost 
Canadian economy. A stronger and more 
productive economy will allow us to better 
support our social programs and further 
advance our cultural identity. 


Let there be no misunderstanding 
about our economic options. We are a small 
economy in a world where protectionist 
actions and threats are increasing. We 
cannot look inward, build protectionist walls 
around our economy, hinder competition 
and stifle initiative. That route, as most 
Canadians now recognize, will only create 
insecurity, foster mediocrity and push us 
backwards economically. We can continue 
the process of renewing the Canadian 
economy only by looking outward, by seek- 
ing freer trade and fairer competition and by 
stimulating the entrepreneurial spirit of 
Canadians. In this way, we can move 
Canada confidently into the 21st century. 

The status quo is not an option for 
Canada in an increasingly protectionist 
world. This Free Trade Agreement reflects 
the confidence and determination of those 
who have a forward looking vision for 
Canada. | believe that Canadians will accept 
the challenge of free trade and the oppor- 
tunities it presents for a richer and more 
confident future. Better economic perform- 
ance is the challenge for all Canadians. Free 
trade is a key step along the road to eco- 
nomic renewal, ensuring an economic 
legacy for our children befitting our richly 
endowed country. 

This assessment deals with the eco- 
nomic impacts of the Canada-United States 
Free Trade Agreement. It reviews the nature 
and sources of the gains from freer trade, 
examines the existing barriers to Canadian- 
U.S. trade and presents recent empirical 
evidence on the economic benefits from 
bilateral trade liberalization. 


Extensive empirical analysis undertaken 
in Canadian universities and research organ- 
izations shows unambiguously that the 
economic benefits for Canada of free trade 
with the United States will be significant, 
with recent estimates of the permanent 
increases in real income ranging from about 
1 per cent to just over 3 per cent. Depart- 
ment of Finance estimates of the long-term 
economic benefits of the Canada-U.S. Free 
Trade Agreement indicate that the perma- 
nent real income gains for Canadians will 
reach at least 2.5 per cent — about $12 bil- 
lion per year in today’s dollars — with all 
regions of the country experiencing sizeable 
real income gains. This is equivalent to a real 
income increase of about $450 for every 
Canadian, year after year. Moreover, this 
estimate of a 2.5-per-cent gain in real 
income likely understates the extent of the 
economic benefits resulting from the Agree- 
ment, as the potential for further, non- 
quantifiable, gains is substantial in the form 
of a more flexible, dynamic and productive 
economy. 

The economic benefits from the Free 
Trade Agreement will start to be realized 
shortly after the implementation of the 
Agreement on January 1, 1989. Prices for a 
wide range of consumer goods will begin to 
decline, expanding the purchasing power of 
Canadian households. Investment in plant 
and equipment will expand as Canadian 
firms move to take advantage of their 
enhanced access to the huge U.S. market- 


place. Increased consumer and investment 
spending will lead to stronger economic 
growth and more job creation. Department 
of Finance estimates of the impacts of the 
Agreement on employment over the govern- 
ment’s medium-term fiscal planning horizon 
indicate that 120,000 net new jobs will be 
created by 1993, only five years into the 
phasing in of the Agreement. Moreover, as 
the Agreement is fully implemented, the 
number of new jobs will continue to grow, as 
other studies of Canada-U.S. free trade, 
such as those by the Economic Council of 
Canada, Informetrica, and Wharton 
Econometrics, indicate. 


But the significance of the Free Trade 
Agreement goes beyond these output and 
employment gains. Without a free trade 
agreement, the threat of increasing U.S. 
protectionism could jeopardize the robust 
growth in output and employment that 
Canada has enjoyed in recent years. Over 
the last three years, for example, real output 
growth in Canada has averaged 3.7 per cent 
and employment growth has averaged 
2.9 per cent, or over 300,000 jobs per year. 
The Free Trade Agreement will not only 
create new employment opportunities for 
Canadians, it will also help to maintain 
existing jobs. 


The Free Trade Agreement will 
strengthen our place on the world stage. By 
offering us a chance to employ the full 
scope of our abilities and knowledge, it will 
instill an even greater sense of national self- 
confidence. Our economy will be fortified by 
new challenges and new incentives, Canadi- 
ans will enjoy more jobs, higher wages and 
improved standards of living. And! am 
confident that by strengthening our long- 
term economic growth, free trade will help 
US grow as a country and mature even more 
as an independent sovereign nation. 


The Honourable Michael H. Wilson 
Minister of Finance 
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Introduction 


International trade is Canada’s life- 
blood. Traded goods represent the equiva- 
lent of more than half of Canada’s gross 
domestic product (GDP). Nearly three 
million Canadians work in industries that 
produce goods and services for export. 
Securing and enhancing Canada’s access to 
world markets, and to the U.S. market in 
particular, must therefore be a vital element 
of the government’s agenda for economic 
renewal. 

Since it became a signatory of the 
General Agreement on Tariffs and Trade 
(GATT) in 1947, Canada has been commit- 
ted to a policy of trade liberalization. After 
several rounds of tariff cuts under the GATT, 
average Canadian tariffs have been halved 
from the levels that existed in 1945. Canadi- 
ans have responded readily to these oppor- 
tunities and, as a result, Canada has reaped 
permanent and significant economic ben- 
efits. The economy has grown stronger and 
more dynamic. Real incomes have 
increased. Consumers can find a greater 
range of products at lower prices. 

The United States is by far Canada’s 
most important trading partner. It is also the 
fastest-growing market for Canadian 
exports. In 1961, roughly half of Canadian 
exports went to the United States, a share 
which rose to two-thirds in 1971 and to 
three-quarters in 1986. The U.S. market is 
even more important for manufactured 
goods, purchasing 90 per cent of Canada’s 
manufactured exports in 1986. Yet 
Canada’s access to the U.S. market could 
be endangered at any time by U.S. protec- 
tionist measures. The importance of more 


secure access to a large, high-income mar- 
ket and the historic links between the U.S. 
market and the Canadian economy underlie 
the economic rationale and the potential for 
economic benefits of seeking more liberal- 
ized and secure trading arrangements with 
the United States. 

The Canada-United States Free Trade 
Agreement is a significant further step 
toward Canada’s objective of multilateral 
trade liberalization. The Agreement will: 


¢ eliminate all tariffs between Canada and 
the United States; 

e reduce non-tariff barriers to trade in 
goods and services; 

e liberalize investment flows between the 
two countries; and, 


e establish effective and impartial proce- 
dures for the resolution of trade disputes. 


Chapter II briefly discusses other 
experiences with freer trade, and reviews the 
nature and sources of the economic gains 
from trade liberalization. The economic 
benefits from trade liberalization with the 
United States will be extensive. Previous 
experiences with trade liberalization, such as 
the European Economic Community (EEC), 
the European Free Trade Association 
(EFTA) and the Canada-U.S. Auto Pact, 
provide convincing proof of this. 

While successive rounds of multilateral 
and bilateral trade agreements have brought 
large reductions in tariffs between Canada 
and the United States, a significant number 
of trade barriers remain. Chapter Ill provides 


estimates of existing trade barriers between 
Canada and the United States. The rate of 
price protection provided through tariff and 
quantitative non-tariff barriers to goods- 
producing industries currently averages 
about 6 per cent in Canada and 5 per cent 
in the United States. This measure of price 
protection does not include ‘‘contingent 
protection measures’ (such as counter- 
vailing and anti-dumping duties) currently in 
place. Nor does it include measures that 
might arise in the future due to a possible 
increase in U.S. protectionism. Chapter III 
also outlines the main elements of the 
Canada-U.S. Free Trade Agreement that will 
affect Canada’s economic performance. 

Considerable empirical research has 
been undertaken in universities, private 
research organizations and governments to 
evaluate the impacts of freer trade on the 
Canadian economy. Chapter IV discusses 
the recent empirical evidence by private and 
public research organizations of the long- 
term gains to the Canadian economy from 
free trade with the United States. This evi- 
dence indicates that there are significant 
economic benefits for Canada. Department 
of Finance estimates suggest that the per- 
manent real income gains would reach at 
least 2.5 per cent of Canadian real income, 
with all regions of the country experiencing 
sizeable increases in real income. 


The medium-term macroeconomic 
impacts of the Free Trade Agreement are 
the focus of discussion in Chapter V. The 
economic gains from the Agreement will 
become apparent shortly after its implemen- 
tation on January 1, 1989. Department of 
Finance estimates of the impacts of the Free 
Trade Agreement on employment over the 
government's medium-term fiscal planning 


horizon indicate that 120,000 net new jobs 
will be created by 1993. Moreover, the 
Agreement will help to maintain existing jobs 
by forestalling the threat of increasing U.S. 
protectionism. 

Transition to the new free trade environ- 
ment is examined in Chapter VI. The 
Canada-U.S. Free Trade Agreement will be 
phased in over a period of 10 years starting 
in 1989. This transition period will ensure 
that Canadian firms and workers have the 
necessary time to adapt to the changing 
economic environment. The gradual transi- 
tion to a free trade environment will be 
facilitated by the Canadian economy’s 
underlying competitiveness, flexibility and 
adaptability and by existing government 
programs. Chapter VII provides some con- 
cluding observations. 

This paper is one of a number of eco- 
nomic analyses of the impacts of the Free 
Trade Agreement on the Canadian 
economy. A series of sectoral assessments 
have also been prepared by various govern- 
ment departments. These assessments 
examine the implications of the Agreement 
for specific sectors, providing background 
information, describing the elements of the 
Agreement and presenting an assessment of 
the economic impact on the sector. 


The Economic Gains from 
Freer Trade 


Introduction 


Since the end of World War Il, industrial 
economies have become increasingly reliant 
on foreign trade. The countries that com- 
prise the Organization for Economic Coop- 
eration and Development (OECD) traded 
more than U.S.$5 trillion worth of goods and 
services in 1986. This was almost 40 per 
cent of their total production of goods and 
services. Canada alone traded over 
U.S.$165 billion worth of goods and almost 
U.S.$30 billion worth of services (excluding 
interest and other investment income) in 
1986, the equivalent of 53 per cent of our 
total production. 

Exports of goods and services have 
grown at a much faster pace than the value 
of total production in all industrial countries 
in the postwar period. But how does trade 
liberalization, and the resulting growth in 
international trade, lead to higher real output 
and a higher standard of living? What are 
the sources of the gains from international 
trade? These questions are addressed in 
this chapter. 


Trade and Economic Performance 


Past experiences abroad, and in 
Canada, demonstrate that trade liberaliza- 
tion has favourable consequences for eco- 
nomic growth. 

(a) Trade Liberalization Experiences 
Abroad 


In Structural Adjustment and Economic 
Performance, a report" to be published 
shortly, the OECD addresses the question of 
why the Western economies enjoyed such 


an unprecedented boom during the 20 years 
following World War Il, in sharp contrast to 
the stagnation of the prewar period. The 
single most significant factor identified in the 
OECD report is the unprecedented drive 
towards trade liberalization. The report 
notes: 


“The liberalization of world trade on a 
multilateral basis was one of the outstand- 
ing successes of international economic 
co-operation in the first 20 years of the 
postwar period. The process of liberaliza- 
tion has still a long way to go, indeed it 
has in some significant respects been 
reversed in more recent years; but the 
experience of the past few decades 
makes it clear that greatly widened oppor- 
tunities for trade, once durably estab- 
lished, have substantial positive effects on 
economic performance. ’’‘? 
The report adds: 

“It is a striking feature of postwar growth 
(and one which sets it apart from the 
inter-war years) that small countries — 
which rely most heavily on international 
trade — generally grew more rapidly than 
their larger counterparts. Moreover, their 
growth depended heavily on products 
characterized by economies of scale in 
production — products in which they could 
hardly have been efficient without access 
to foreign markets.’ 


() Organization for Economic Cooperation and Development, Paris, 1988. 


(2) Op. cit. 
(3) ibid. 


Chart 1 compares the growth in real 
exports and total output over the 1961 to 
1986 period for the European OECD coun- 
tries, Canada and the United States. It 
shows that growth in real exports and in 
gross domestic product was the highest in 
Canada over this period, although exports in 
relation to GDP grew relatively faster in 
Europe than in Canada and the United 
States. This reflects the influence of the 
formation of the European Economic Com- 
munity (EEC) on member country trade. 
Rapid growth in trade has gone hand in 
hand with significantly improved economic 
performance. 


The experience of the European Eco- 
nomic Community provides probably the 
most notable illustration of the positive links 
between trade and growth. Tariffs among 
EEC member countries were eliminated over 
10 years beginning in 1959. Between 1959 
and 1969, trade within the EEC rose by 
347 per cent. In contrast, external trade 
over the same period increased by 130 per 
cent for Canada, by 124 per cent for the 
United States and only 77 per cent for the 
United Kingdom. The differences in eco- 
nomic performance were equally dramatic 
over this period. For the larger EEC coun- 
tries, Germany, France and Italy, the growth 
of output per capita was about twice that of 
either Canada or the United States. 

The OECD report stresses that the 
economies of scale made possible by the 
existence of a large integrated European 
market increased productivity in the major 
EEC countries by nearly 12 per cent — five to 
10 times more than Common Market propo- 
nents had predicted. Such economic divi- 
dends have encouraged a number of other 
countries, both small and large, to join the 


EEC over the years. The European Eco- 
nomic Community membership has grown 
from six in 1959 to 12 today. 

The association between expanding 
trade and improved economic performance 
did not go unnoticed in Australia and New 
Zealand. Many observers, including the 
OECD, feel that the poor economic perform- 
ance of Australia and New Zealand in the 
1960s and 1970s was partly due to their 
unwillingness to liberalize their foreign trade. 


The OECD study makes a comparison 
between Australia and New Zealand and the 
Scandinavian countries. in 1960, the Scan- 
dinavian countries were among the seven 
European countries which formed the Euro- 
pean Free Trade Association (EFTA). At 
that time, per capita income in Australia and 
New Zealand was 8 per cent above the 
average of the Scandinavian countries. By 
1986, it was 34 per cent and 53 per cent, 
respectively, below the Scandinavian 
average. 

In December 1982, Australia and New 
Zealand signed the Closer Economic Rela- 
tions (CER) Agreement, stipulating a gradual 
phasing-out of all barriers to trade in goods 
between the two countries, with all tariffs 
disappearing by 1988. Although it is too 
early to evaluate fully the effects of freer 
trade, the rate of growth of trade between 
the two countries has accelerated rapidly. 
Moreover, as economic theory would sug- 
gest, New Zealand, being the smaller coun- 
try, has been able to expand its exports at a 
faster pace than Australia. Indeed, it posted 
average annual growth rates of exports to 
Australia of 31 per cent in 1984 and 1985, 
nearly double the growth of Australian 
exports to New Zealand. 
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The experience of Australia and New 
Zealand is relevant for Canada, as it too 
involves countries of quite different size: the 
Australian economy is seven times larger 
than that of New Zealand. Both Australia 
and New Zealand feel that trade liberaliza- 
tion has been mutually beneficial. In the 
most recent review of the CER Agreement 
issued jointly in August 1985, Australia and 
New Zealand concluded that: ‘Both coun- 
tries have benefited from new trade oppor- 
tunities created by the Agreement and there 
has been increased co-operation between 
the commercial interests in the two coun- 
tries leading to a more effective use of 
resources in the area’’.'*) And present indi- 
cations are that Australia and New Zealand 
may broaden the CER to include some 
services. 


(b) Canadian Experience with 

Trade Liberalization 

In its 1985 report, the Royal Commis- 
sion on the Economic Union and Develop- 
ment Prospects for Canada stressed the key 
role that trade has played in shaping and in 
strengthening the Canadian economy. The 
report stated: 


“It is through the gradually increasing 
exposure of Canadian producers to com- 
petitive world market forces that the 
Canadian economy, as a whole, has 
become more productive. Trade and 
trade policy have also helped to improve 
Canadians’ standard of living by expand- 
ing the markets for Canadian producers 
and hence the economic scale of their 
operations, by providing us with imported 


goods that would be more expensive to 
produce domestically, and by improving 
the quality of employment.’ 


Canada has demonstrably shared in the 
general benefits of a more liberalized inter- 
national trading environment, and of bilat- 
eral freer trade arrangements, over the 
postwar period. This can be seen in Chart 2 
which shows average growth in per capita 
output and tariff rate reductions over the 
three 10-year periods between 1955 and 
1985. The strong correlation between per 
capita output growth and tariff reductions 
over this period is particularly evident and 
supports the proposition that trade liberali- 
zation and improved economic performance 
go hand in hand. 


The industrial structure of the Canadian 
economy has changed significantly over the 
postwar period, with manufactured goods 
and services now accounting for roughly 
80 per cent of total Canadian production, 
while the utilities and construction sector 
and the resource-based sector each 
account for about 10 per cent of total 
production. 


Trade liberalization has been particu- 
larly beneficial for the Canadian manufactur- 
ing sector, where the advantages of speciali- 
zation and large-scale production are the 
greatest. Chart 3 shows that Canada’s 
exports of manufactured products, as a 
share of its total exports, rose from 34.8 per 
cent in 1971 to 43.7 per cent in 1986. As 
Chart 4 demonstrates, the United States has 
become an increasingly important market 


‘) Ministry of Foreign Affairs, Government of New Zealand, The Australian and New Zealand Closer Economic Relations 
Agreement, Information Bulletin No. 15, Wellington, New Zealand: January 1986, p. 14. 


‘S) Royal Commission on the Economic Union and Development Prospects for Canada, Report, Volume One, Minister of 


Supply and Services Canada, Ottawa: 1985, p. 234. 
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for Canada’s manufacturing industries, 
absorbing 90:5 per cent of Canadian manu- 
factured exports in 1986 compared to 

86.5 per cent in 1971. The importance of 
the U.S. market to Canadian manufacturers 
reflects a number of factors, including lower 
bilateral trade barriers than vis-a-vis other 
countries and geographical proximity which 
makes it less costly for both countries to 
transport goods across the Canada-U.S. 
border rather than to import them from third 
countries. 

Table 1 provides information on the 
evolution of Canadian trade in manufactured 
goods over the 1966 to 1984 period. With 
the substantial decline in trade barriers in 
the postwar period, there have been signifi- 
cant increases in the degree of specializa- 
tion of the Canadian manufacturing sector. 
This has resulted in both higher propensity 
to export and higher propensity to import in 
all major manufacturing industries. Over all, 
the export orientation of Canadian manufac- 
turing industries nearly doubled from 
18.8 per cent in 1966 to almost 36 per cent 
in 1984 while the import penetration of the 
Canadian market for manufactured goods 
rose from 21.0 per cent to 35.8 per cent 
over the same period. 


The C.D. Howe Institute summarized 
Canada’s experience in responding to trade 
liberalization as follows: ‘‘As trade barriers 
have been reduced, both our exports and 
imports have increased in virtually all sec- 
tors.... Whole industries have not disap- 
peared in either country. Instead, each 
industry has specialized in particular niches 
so that trade has increased in each direc- 
tion, in each industry.’ The transportation 
equipment (including autos) and machinery 
industries provide the clearest examples of 


increased intra-industry specialization, as 

both the export orientation and the import 
penetration of these industries have risen 

substantially over time. 

The performance of the auto sector 
after the introduction of the Auto Pact in 
1965 provides the best Canadian example 
of the economic benefits arising from freer 
trade. The share of automotive products in 
total Canadian merchandise exports 
increased from 4.1 per cent in 1965 to 28.4 
per cent in 1986; simultaneously, the share 
of automotive products in total merchandise 
imports rose from 13 per cent to 29.9 per 
cent during that period. Freer trade also had 
a positive impact on productivity in the auto 
sector. While labour productivity alone does 
not tell the whole story, in the 10 years 
following the Auto Pact real output per 
person-hour increased almost 7 per cent per 
year in the auto sector compared to about 
3 per cent per year in the rest of the manu- 
facturing sector. Employment in the 
Canadian auto sector also flourished, grow- 
ing by 35 per cent during the first 10 years 
of the Auto Pact, almost three times faster 
than the 13-per-cent growth in employment 
registered in other manufacturing industries. 

While the United States also gained 
from the rationalization of its automotive 
industry, Canadian productivity gains in the 
auto sector were almost three times as large 
as those of the United States over the 
10-year period following the Auto Pact. This 
demonstrates how beneficial trade liberali- 
zation can be for a smaller country as it 


(©) R.G. Lipsey and M.G. Smith, C.D. Howe Institute, Canada’s Trade Options in a Turbulent World, 1985, p. 109. 


Table 1 


Export Orientation and Import Penetration 
Of Major Manufacturing Sectors in Canada: 1966 and 1984‘) 


Export Orientation’? Import Penetration‘ 
1966 1984 1966 1984 


(per cent) 


Food and beverages 
Tobacco products 

Rubber and plastics 

Leather 

Textiles 

Knitting mills 

Clothing 

Wood 

Furniture and fixtures 

Paper and allied products 
Printing and publishing 
Primary metals 

Metal fabricating 

Machinery 

Transportation equipment 
Electrical products 
Non-metallic mineral products 
Petroleum and coal products 
Chemicals 

Miscellaneous manufacturing 


Total Manufacturing 


The years 1966 and 1984 are the earliest and the latest years for which data are available on a consistent 
Standard Industrial Classification (SIC) basis. Data based on the new industrial classification system are 
available for 1986 but, unfortunately, do not go back beyond 1981. Consistent commodity classifications 
are available back to 1971. 


“Export orientation’ is defined as the share of Canadian exports in a particular category in total Canadian 
shipments of that category of manufactured good. 

(3) “Import penetration’’ is defined as the share of Canadian imports of a particular category in total domestic 
shipments minus net exports of that category of manufactured good. 


o 


Source: Department of Regional Industrial Expansion, Manufacturing Trade and Measures, 1985: 1966-1984, 
Ottawa: 1985. 


10 


Chart 3 


Canadian Merchandise Exports 
by Commodity: 1971 and 1986 
(percentage distribution) 
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gains enhanced access to a large, high- 
income market. As the example of the Auto 
Pact makes clear, one of the most visible 
benefits of freer trade is to allow industries, 
particularly in the manufacturing sector, to 
rationalize their operations and specialize in 
their most efficient product lines. The result 
is an increase in productivity, production, 
employment and real wages. 


The Economic Effects of 
Trade Liberalization 


The potential impacts of freer trade are 
pervasive in a modern industrial economy. 
As barriers or threats of barriers to import- 
and export-oriented activity are reduced, the 
positive impacts on the economy work 
through several channels: 

Comparative Advantage Specialization: 
Trade barriers distort production decisions. 
Trade liberalization, in contrast, ensures that 
countries specialize in producing goods in 
which they have a comparative advantage. 
They are encouraged to produce and export 
goods that are relatively less costly to pro- 
duce domestically, and to import those that 
are relatively expensive to produce at home. 
Thus, each country acquires goods less 
expensively than it would otherwise. Realiz- 
ing one’s comparative advantage in this way 
makes the best use of existing resources 
and results in higher overall productivity and 
an improved standard of living. 

Lower Prices for Consumers: Trade 
barriers distort prices and hence consump- 
tion decisions. Trade liberalization means 
lower prices for both imported goods and 
the domestically produced goods that com- 
pete with them. Trade liberalization also 


means lower costs for imported intermediate 
products which in turn will lead to further 
reductions in consumer prices. 

Third Country Effects: The elimination of 
trade barriers between Canada and the 
United States will ensure that goods pro- 
duced in one country are cheaper in the 
other country’s market. Canada’s domestic 
producers will have a competitive advantage 
in the U.S. market compared to suppliers 
from other countries, and vice versa. Ameri- 
cans will buy more Canadian goods and 
Canadians will buy more American goods, 
helping both Canadian and U.S. industries. 
Our overseas trading partners will gain, 
however, from Canada-U.S. free trade, since 
the resulting higher real incomes in Canada 
and the United States will also lead to higher 
imports from these countries. Third coun- 
tries will also benefit to the extent that the 
Agreement acts as a model for, and 
increases the likelihood of, multilateral trade 
liberalization. 

Economies of Scale: Both foreign and 
domestic trade barriers impose costs. This is 
particularly the case for smaller economies. 
They prevent domestic firms from becoming 
large enough to capitalize on economies of 
scale available in markets of larger size. The 
removal of the trade barriers permits domes- 
tic firms to operate larger and more special- 
ized plants, which lead to lower unit costs of 
production. The capacity to specialize and 
to exploit the economies of large-scale 


production are the main potential sources of 
gain from free trade for a small country such 
as Canada which, unlike other industrialized 
countries, does not have secure access to a 
large consumer market. 

Increased Flexibility and Dynamism: 
Free trade implies greater exposure of 
Canadian business to international oppor- 
tunities and competition, both at home and 
in foreign markets. This exposure can be 
expected to create incentives for greater 
price flexibility and faster responses to 
changes in market conditions. 

More secure access to the foreign 
markets, combined with the pressure of a 
more competitive environment, will increase 
both the rewards for innovation and the 
costs of being technologically obsolete. This 
will stimulate R&D investment in new prod- 
ucts and new technologies, and will encour- 
age Canadian firms to participate in newly 
emerging industries. 

Reduced Uncertainty: Although tariff 
rates throughout the world have declined 
over time, there has unfortunately been an 
increase in non-tariff barriers (NTBs). In 
addition to restricting the flow of trade, 
these measures have created uncertainty for 
producers with respect to investment in new 
facilities. Firms must have reasonably secure 
access to a market before they will under- 
take large investment projects dedicated to 
that market. The Canada-U.S. Free Trade 
Agreement, with its new rules and proce- 
dures for the application of trade remedy 
laws and the resolution of trade disputes, 
will reduce uncertainty with respect to mar- 
ket access and will thereby encourage 
investment and risk taking. 


Real Income Effects: For an open 
economy like Canada’s, the impacts of freer 
trade on real income depend mainly on two 
effects: the increase in production made 
possible by the better and more efficient 
utilization of resources, and changes in the 
relative price at which imports can be pur- 
chased and exports can be sold abroad — 
that is, the economy's “‘terms of trade’. 


Clearly, Canada-U.S. free trade will lead 
to an expansion of production in Canada, 
through the channels discussed above — 
comparative advantage specialization, 
economies of scale, increased flexibility and 
dynamism. Improvement in Canada’s terms 
of trade, however, will depend on the pricing 
behaviour of Canadian exporters. For exam- 
ple, U.S. demand for Canadian goods can 
be expected to increase with the removal of 
U.S. trade barriers. To the extent that 
Canadian exporters are able to raise their 
prices, Canada’s terms of trade will improve. 
But lower costs of production in Canada 
may lead some Canadian producers to 
reduce their prices in order to sell more 
goods in the U.S. market, and this could 
mean a deterioration in our terms of trade. 
To the extent that average export prices 
change relative to import prices, the real 
income gains will diverge from the real 
output gains. 
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Existing Barriers to Trade 
Between Canada and 

the United States: 

The Challenge of Free Trade 


Introduction 


Throughout the postwar period, through 
successive rounds of multilateral trade 
negotiations under the GATT and a few 
sector-specific trade agreements, Canadian 
and U.S. tariffs have been sharply reduced. 
However, tariffs continue to be significant 
for a considerable number of industries. As 
well, non-tariff barriers (NTBs), such as 
quantitative import restrictions and dis- 
Criminatory government purchases, have 
increased in importance over the years. 
Moreover, growing protectionist sentiment in 
the United States and elsewhere in the world 
now threatens the progress that has been 
made in reducing barriers to trade. 

This chapter reports on the results of a 
quantitative analysis of existing trade barri- 
ers between Canada and the United States, 
and indicates how these trade barriers will 
be eliminated or reduced as a result of the 
Canada-U.S. Free Trade Agreement. 


Historical Declines in Trade Barriers 


The Canada-U.S. Free Trade Agree- 
ment is, for Canada, another step in an 
historical trend in trade liberalization. This 
can be seen in Chart 5 which presents the 
ratio of Canadian duties collected to the 
value of imports from all countries, for the 
1945 to 1985 period. The chart shows a 
marked downward trend in this ratio in the 
period after 1955, which includes four 
rounds of multilateral trade negotiations 
under the GATT, and several sector-specific 
trade liberalization agreements. The Ken- 
nedy and Tokyo GATT Rounds, in particu- 
lar, brought significant reductions in the 
rates of tariff protection. The Auto Pact also 


contributed significantly to the reduction in 
Canada’s average tariff rate. Chart 5 also 
presents the ratio of duties collected to 
dutiable imports only. This ratio shows less 
of a downward trend, indicating that imports 
that continue to be restricted can still face 
high rates of protection. 


An examination of the average 
Canadian tariff on imports from the United 
States provides another perspective on the 
extent to which trade barriers have been 
reduced in the postwar period. For example, 
the average Canadian tariff rates’” appli- 
cable to all imports from the United States, 
including both dutiable and non-dutiable 
goods, declined from 14 per cent in 1960 to 
4.5 per cent in 1987. This decline indicates 
that significant progress has already been 
made toward reducing our bilateral trade 
barriers with the United States. Yet further 
steps are needed if the full economic 
benefits of free trade are to be realized in 
both countries. 


Existing Permanent (‘‘Standing’’) 
Barriers to Canada-U.S. Trade 


In reviewing the current barriers to trade 
between Canada and the United States, it is 
instructive to distinguish between 
“standing”, or permanent, barriers, and 
protectionist measures that are 
“contingent” on proof of injury to domestic 
producers, and which are generally tempo- 
rary. This section examines the existing 
“standing” trade barriers between Canada 
and the United States. 

Standing trade barriers analyzed in this 
document include tariffs and certain non- 


7) These tariff rates differ from those presented in Chart 5 in that they apply to imports from the United States only and 
because production weights rather than import weights are used to calculate the average tariff rates. This methodology 


is discussed in detail in Annex 2. 
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tariff barriers such as import quotas and 
preferential purchasing practices by federal 
governments. As is common in quantitative 
estimates of international trade barriers, this 
analysis is limited to the protection provided 
by trade barriers to the goods-producing 
industries of the economy; barriers to trade 
in services are not covered. As substantial 
difficulties exist in defining subsidies pre- 
cisely and comparably across countries, 
they are also not considered in this quantita- 
tive analysis. 

The average tariff rates used in the 
calculations of barriers to Canada-U.S. 
trade reflect the cuts made between 1979 
and 1987 under the Tokyo Round. To obtain 
a measure that is comparable to tariff rates, 
non-tariff barriers are expressed in ‘‘tariff- 
equivalent” units. Tariff equivalents are 
defined as the tariff rates that would have 
the same effect on import prices as the non- 
tariff barriers. Annex 2 provides more details 
on the measurement of the Canada-U.S. 
trade barriers. 

Chart 6 shows a comparison of the 
average rates of price protection provided to 
goods-producing industries in Canada and 
the United States. The rate of price protec- 
tion is defined as the potential increase in 
domestic prices made possible by the impo- 
sition of a trade barrier. The overall rate of 
price protection provided to Canadian 
goods-producing industries vis-a-vis imports 
from the U.S. currently averages 6.1 per 
cent. The comparable rate of price protec- 
tion provided to U.S. producers against 
imports from Canada is 4.7 per cent. 

Tariffs are the most important bilateral 
trade barrier in both Canada and the United 
States, as Chart 6 indicates. In Canada, 
tariff rates average 4.5 per cent and account 


for three-quarters of the total price protec- 
tion for the goods-producing industries. 
Tariff rates average 2.8 per cent in the 
United States and account for three-fifths of 
the price protection provided to goods- 
producing industries. Quantitative restric- 
tions are slightly more important in the 
United States than in Canada, producing a 
1.7-per-cent rate of price protection in the 
United States compared to 1.4 per cent in 
Canada. Preferential federal government 
purchases of non-defence goods add 
another 0.2 percentage points to the aver- 
age rates of price protection in both Canada 
and the United States. 

Chart 7 provides a comparison of the 
structure of protection in both countries. 
Almost half of goods production in Canada 
is shielded from foreign competition by 
minimal trade barriers (2.5 per cent or less), 
compared to approximately 40 per cent in 
the United States. Barriers in excess of 
10 per cent apply to approximately 15 per 
cent of goods production in the two coun- 
tries. The biggest difference in the trade 
protection structures between Canada and 
the United States occurs at price protection 
rates in the range of 2.5 to 5.0 per cent: 
about 35 per cent of U.S. goods production 
falls in this price protection range, compared 
to about 5 per cent for Canada. 

Table 2 shows the average rates of 
orice protection for 30 industries in Canada 
and the United States. As can be seen, 
protection levels vary greatly across indus- 
tries in both countries — price protection 
rates range from a low of zero to a high of 
23 per cent in Canada, and from 0.3 to 21 
per cent in the United States. It is interesting 
to note, however, that industries which 
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Chart 6 


Canadian and U.S. Trade Barriers: 
Rates of Price Protection ‘) 
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Tariff rate 
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(1) The rate of price protection is defined as the potential increase in domestic 
prices made possible by trade barriers. Estimates do not include the effects of 
government subsidies and preferential purchasing policies by non-federal levels 
of government. 


Sources: Department of Finance and the Institute for Research on Public Policy. 


Distribution of Industry Production 
by Rate of Price Protection 
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Sources: Department of Finance and the Institute for Research on Public Policy. 
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Table 2 


Canadian and U.S. Trade Barriers 
by Industry: Rates of Price Protection’” 


Industry Canada U.S. 
Agriculture 11.6 1237 
Forestry 0.0 0.8 
Fishing 0.2 Tee 
Mining 0.3 0.4 
Manufacturing (total) 6.5 4.6 
Food and beverage Wel 12a 
Tobacco 16.5 20M, 
Rubber and plastics 9.4 4.6 
Leather 15.8 Te 
Textile 11.4 8.6 
Knitting mills 22.7 12.3 
Clothing 19:7 10.9 
Wood rage to 
Furniture 12.6 20 
Paper and allied 3.5 20 
Printing and publishing od On 
Primary metals 4.2 3.3 
Metal fabricating 7.6 Ce 
Machinery (ee 3.2 
Transportation equipment 2.4 0.9 
Motor vehicles 1.8 0.3 
Motor vehicle parts is 0.6 
Aircraft 0.6 iad 
Shipbuilding 11.4 0.3 
Other transportation 8.6 4.3 
Electrical products 8.7 5.0 
Non-metallic mineral 6.3 2.6 
Petroleum and coal 0.8 0.5 
Chemicals 6.0 4.4 
Miscellaneous manufacturing 6.1 44 
Total goods 6.1 4.7 


‘) The rate of price protection is defined as the potential increase in domestic prices made possible by trade 
barriers. 


Sources: Department of Finance and the Institute for Research on Public Policy. 


receive high rates of protection in Canada 
are also often highly protected in the United 
States. This is confirmed by a comparison of 
rates of protection for the more detailed 
industry breakdown shown in Annex 2. 
Based on this more detailed analysis, six of 
the 10 most protected industries in each 
country are common to both countries, and 
the remainder are in similar industrial 
categories. Of the 20 most protected indus- 
tries in both countries, 14 are the same and, 
in four of these, protection rates are actually 
higher in the United States than in Canada. 

The fact that the pattern of trade pro- 
tection is similar in both countries Is impor- 
tant. It suggests that some highly protected 
Canadian industries may benefit rather than 
suffer from a bilateral reduction in trade 
barriers. While these industries will face 
increased competition from U.S. imports 
after the removal of Canadian trade barriers, 
the elimination of U.S. trade barriers will also 
provide an opportunity for these industries 
to significantly increase their exports. 


Contingent Protection 


Both Canada and the United States 
make use of temporary measures, known as 
contingent protection, when domestic pro- 
ducers are shown to be injured by imports. 
These import relief measures are permitted, 
under certain conditions, by the GATT. 

Contingent protection measures are of 
two types. The first type consists of meas- 
ures triggered by what are perceived to be 
“unfair trade practices’. Examples include 
dumping — sales in export markets at prices 
below those in domestic markets — and 
government subsidies to business. In such 
cases, both countries require that a domes- 
tic industry demonstrate “material injury’, 
or the threat of such injury, before any 


protective action is taken. By their very 
nature, the definitions of unfair trade prac- 
tices are, to a certain extent, subjective. 

The second type of import relief meas- 
ure is designed to provide temporary protec- 
tion against any sudden large increase in 
imports even though it is not caused by 
“unfair trade practices’. Such cases are 
often referred to as “‘safeguard’”’ or 
‘escape’ clause actions. In these cases 
remedies may be imposed if ‘‘serious injury”’ 
to domestic producers, which is a more 
stringent condition than “material injury’, 
can be demonstrated. 

Table 3 summarizes contingent protec- 
tion cases launched by Canada and the 
United States from 1980 to mid-1987. The 
same number of cases were investigated in 
both countries. However, the value of 
Canadian exports affected by U.S. actions 
totalled Cdn. $6.2 billion compared to 
Cdn. $403 million in U.S. exports restricted 
by Canada. This large difference primarily 
reflects the 1986 U.S. countervail case on 
softwood lumber. Only two safeguard cases 
were initiated by Canada. The greater num- 
ber of safeguard investigations initiated by 
the United States relative to Canada may 
reflect in part the relative ease with which 
private parties can petition for safeguard 
protection in the United States. Canadian 
industries that were the subject of U.S. 
contingent protection investigations 
included steel, lumber, fishing, livestock and 
meat products. A complete list of contingent 
protection measures in force in mid- 1987 is 
provided in Annex 2. 

In terms of rates of price protection 
provided to industry, contingent protection 
measures currently in force are small relative 
to “standing” trade barriers. However, this 
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Table 3 
Summary of Bilateral Contingent Protection Measures 
Taken by Canada and the United States from 1980 to Mid-1987 


Measures taken by Measures taken by 
Canada the United States 


Value of imports Value of exports 
Number fromthe U.S. Number  totheU.S. 
of in 1986 of in 1986 
cases  ($ millions) cases  ($ millions) 


Countervail cases 


Investigations 
Action taken 


Anti-dumping cases 


Investigations 
Action taken 


Safeguard cases 


Investigations 
Action taken 


Total cases 


Investigations 
Action taken 


In this table, the softwood lumber case is included among U.S. countervail actions although it is an export 
tax which was imposed in response to the threat of a countervail duty. The tax is now being withdrawn on 
exports from British Columbia and the Maritimes following a recent agreement between the Canadian and 
U.S. governments. 


Sources: Trade Negotiations Office, Revenue Canada, and the Department of Finance. 


comparison understates the negative impact 
of contingent protection, especially on 
Canada, for two reasons. First, the mere 
initiation of an investigation imposes sub- 
stantial administrative and legal costs on 
Canadian exporters. Second, the uncer- 
tainty caused by the threat of U.S. contin- 
gent protection measures has by itself an 
adverse effect on trade flows and invest- 
ment that is out of proportion with the 
remedies actually imposed. 


The Main Elements of the Canada-United 
States Free Trade Agreement 


A significant number of barriers to trade 
continue to exist between Canada and the 
United States, restricting each country from 
realizing its full economic potential. The Free 
Trade Agreement has as its key objective 
the elimination of trade barriers between 
Canada and the United States to the mutual 
economic benefit of each country. On 
October 4, 1987, Canada and the United 
States agreed in principle on the elements to 
be included in the Free Trade Agreement. 
The legal text of the Agreement was tabled 
in the House of Commons on December 11, 
1987 and signed by the Prime Minister on 
January 2, 1988. Its main elements are the 
following: 


Tariffs and Rules of Origin 

¢ All bilateral tariffs will be removed, start- 
ing on January 1, 1989 when the Agree- 
ment enters into force. Some will be 
eliminated immediately; some will be 
eliminated in five equal annual steps; 
some will be eliminated in 10 equal 
annual steps. 

Goods which originate entirely in Canada 
or the United States will qualify for the 
new tariff treatment. Goods incorporating 


offshore materials or components that 
have been sufficiently changed to warrant 
a change in tariff classification will also 
qualify; in certain cases, such goods will 
need to incur 50 per cent of their manu- 
facturing costs in either or both countries 
before they qualify. 


Quantitative Restrictions 

e GATT provisions governing quantitative 
restrictions on imports or exports will 
continue to apply. Existing quantitative 
restrictions will be eliminated, either 
immediately or according to an agreed 
timetable, or will be grandfathered. With 
respect to export measures for short 
supply or conservation reasons, the 
Agreement goes beyond the GATT to 
provide for a proportional continuation of 
supplies without price discrimination. The 
Agreement provides for co-operation on 
implementing short supply or conserva- 
tion measures to prevent diversion to third 
parties. 


Technical Standards 

e The two governments agree to build on 
the GATT Standards Code. They will 
endeavour to make federal standards 
more compatible in order to reduce tech- 
nical barriers which interfere with trade, 
while still protecting health and safety, 
environmental, natural security and con- 
sumer interests. Increased compatibility of 
standards at the state, provincial and 
private levels will be encouraged. 


Agriculture 

¢ Both governments will eliminate tariffs on 
agricultural trade within 10 years and 
agree not to use direct export subsidies 
on their bilateral agricultural trade. 
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¢ Both governments will exclude each other 
from their respective meat import laws; 
Canadian import licences for wheat, 
barley and oats will be eliminated once 
grain support levels are equivalent in both 
countries; and Canada will be exempt 
from any future U.S. quantitative restric- 
tions on products containing 10 per cent 
or less sugar. There is a special tariff for 
fresh fruits and vegetables which enables 
the temporary reimposition of current 
tariffs under certain circumstances. 

¢ The Agreement retains the Canadian 
supply management and marketing board 
system for agricultural products and 
provides for a slight increase In Canadian 
import quotas for poultry and eggs. Both 
countries agree to reduce technical regu- 
lations which interfere with trade, while 
still protecting human, animal and plant 
health. 


Wine and Distilled Spirits 

¢ Canada will eliminate the price mark-up 
differential between Canadian and U.S. 
wines over a seven-year period, and 
immediately for distilled spirits. The 
Agreement does not apply to current 
restrictions on beer. The two governments 
agree to provide national treatment in 
listing and distribution procedures, with 
certain exceptions for British Columbia 
wineries and private wine outlets in B.C. 
and Ontario. All other price discrimination 
in Canada and the United States will be 
eliminated immediately. 


Energy 

¢ Both governments agree to prohibit most 
restrictions on energy exports and 
imports, subject to existing GATT reasons 
for which such restrictions may be 


applied, including those related to supply 
or conservation. In the event of short 
supply export controls, however, the 
exporting country will provide proportional 
access to energy commodities and will 
not discriminate on price. 


Automotive Trade 


The Agreement retains the Auto Pact and 
its safeguards for current participants. 
Canadian value-added commitments by 
the Auto Pact manufacturers are not 
changed by the Agreement and rules of 
origin in the Agreement encourage the 
sourcing of more parts in North America. 
Automotive duty waivers and remissions 
will be phased out, as will the Canadian 
embargo on used vehicle imports. 


Government Procurement 


Canada and the United States agree to 
expand access of each other's suppliers 
to purchases by governments at the 
federal level. Further bilateral negotiations 
will be resumed once the GATT Code Is 
renegotiated. 


Trade in Services 


The Agreement provides a set of disci- 
plines covering a large number of service 
sectors. Both governments in the future 
will extend the principles of national treat- 
ment, right of commercial presence and 
right of establishment, consistent with the 
investment provisions, to each other’s 
providers of services. 


Financial Services 


The Agreement preserves the access that 
Canadian and U.S. financial institutions 
have to each other’s markets and opens 


new areas of competition in securities 
underwriting and banking. 


Cultural Industries 


¢ Cultural industries are explicitly exempted 
from the Agreement. 


Temporary Entry for Business Purposes 

e Business persons trading in goods and 
services will benefit from improved and 
easier border crossing. 


Investment 

¢ The two governments agree in the future 
to provide national treatment to each 
other’s investors and will not impose 
export, local content, local sourcing or 
import substitution requirements on each 
other’s investors. Existing laws, regula- 
tions and published policies are 
grandfathered. 

e The Canadian threshold for the review of 

direct acquisitions will be raised to 

$150 million by 1992. Review of U.S. 

indirect acquisitions will be phased out 

over the same period. 

Existing laws, policies and practices are 

grandfathered, except where specific 

changes are required. 


Emergency Measures 

¢ Both governments agree to more stringent 
Standards in the application of safeguard 
measures (quotas or restrictions) to bilat- 
eral trade. Global import quotas or sur- 
taxes imposed by either government 
under Article XIX of the GATT will exempt 
the other party if its shipments are not 
substantial (less than 5 to 10 per cent of 
total imports). 

¢ During the period of transition of this 
Agreement, in the event imports from the 
other country alone are a substantial 


cause of serious injury, duty reductions 
provided by the Agreement may be sus- 
pended for a maximum three-year period, 
but only one such action per product can 
be taken. 


Dispute Settlement in Anti-dumping and 

Countervail Cases 

e A dispute settlement mechanism will 
guarantee the fair application of the 
respective anti-dumping and countervail- 
ing duty laws of both countries. Either 
government may request a bi-national 
panel to review final anti-dumping or 
countervail determinations. Panel deci- 
sions will be binding. 

¢ New legislation will not apply to the other 
country unless it is so specified. A bi- 
national panel may review such proposed 
legislative changes and issue opinions. 

¢ Both governments will attempt to develop 
and implement a substitute system of 
countervail and anti-dumping laws within 
seven years. 


Institutional Provisions 

e A Canada-United States Trade Commis- 
sion will be established to supervise the 
implementation of the Agreement and 
resolve disputes. 

¢ The two governments further agree to 
bi-national panel procedures at the insist- 
ence of either country to make recom- 
mendations for the settlement of disputes 
regarding the interpretation and applica- 
tion of the Agreement in other than anti- 
dumping and countervail cases. They will 
refer such disputes to binding arbitration 
in the case of safeguards and, with the 
agreement of both governments, may also 
do so in other cases. 


Long-Term Economic Benefits 
of the Canada-United States 
Free Trade Agreement 


Introduction 


Over the past several years, a number 
of empirical studies have been undertaken in 
Canadian universities, as well as by private 
and public research organizations, on the 
economic impacts of freer trade between 
Canada and the United States. These stud- 
ies come to the same fundamental conclu- 
sion. Bilateral trade liberalization will 
improve the long-run performance of the 
Canadian economy. It will raise Canada’s 
productivity and will thereby provide perma- 
nently higher real incomes for Canadians. 

The Royal Commission on the Eco- 
nomic Union and Development Prospects 
for Canada expressed a similar point of 
view: 

“Our conclusion has been that in the long 
run, Canada would benefit substantially 
from bilateral free trade with the United 
States, particularly frorn access to the 
expanded unrestricted market and from 
economies of scale. Many studies have 
confirmed this view, and among Canadian 
economists it now seems a mainstream 
opinion. The consistency expressed in this 
area of intellectual debate over the last 
30 years has impressed us...” 

Going further, the Royal Commission noted: 
“All economic analyses of possible effects 
of changes in Canada’s trade policies 
examine unobservable situations; inevita- 
bly, therefore, their results are uncertain 
... Nevertheless, the results of the 
analyses have convinced us that such 


disagreements as exist are quantitative 
not qualitative. The debate concerns the 
size of long-term gains that free trade has 
to offer Canada, not whether such gains 
will occur.’ 


A recent study by the Economic Coun- 
cil of Canada, for example, estimates that 
Canada-U.S. free trade will raise Canadian 
real income by more than 3 per cent. The 
results of this study, and other studies that 
have arrived at similar conclusions, are 
supported by analysis prepared in the 
Department of Finance. The Department 
estimates that the level of real income in 
Canada in the long run would rise by at least 
2.5 per cent as a result of the Free Trade 
Agreement. All regions of Canada would 
share very evenly in these economic ben- 
efits. This chapter reports on these empirical 
Studies of the long-term economic benefits 
of Canada-U.S. free trade. 


Sources of the Economic Gains from 
Free Trade 


By eliminating all tariffs between 
Canada and the United States and reducing 
a number of non-tariff barriers to trade, the 
Agreement will generate a wide range of 
economic benefits for Canadians. These 
benefits will flow both directly, through a 
reduction in consumer prices, and indirectly 
by increasing the productivity and competi- 


‘8) Royal Commission on the Economic Union and Development Prospects for Canada, Report, Volume One, Minister of 


Supply and Services Canada, Ottawa: 1985, p. 327. 
(9) Op. cit. p. 330. 
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tiveness of the Canadian economy. The cost 
of consumer goods imported from the 
United States could be reduced by about 

5 per cent on average, once all bilateral 
tariffs have been fully eliminated. The 
removal of tariffs will also lower the cost of 
intermediate goods imported from the 
United States by an average of about 3.7 
per cent, which will mean further reductions 
in consumer prices. 

The removal of trade barriers in both 
countries will enable Canadian producers to 
reduce their production costs as imported 
materials become cheaper and as Canadian 
firms exploit the advantages of large-scale 
production through product specialization 
and other means. In the manufacturing 
sector, for example, average production 
costs could be reduced by more than 3 per 
cent if the potential cost savings that are 
estimated to be achievable through larger- 
scale production are fully realized. This will 
help Canadian firms to maintain their 
domestic market share and to increase their 
export penetration of the U.S. and other 
markets. 


Some of the economic gains from the 
Agreement are less quantifiable than others, 
but no less real. For example, increased 
competition and freer access to the large 
U.S. market will result in a more flexible and 
dynamic economy, and this should yield 
further gains in productivity performance 
and higher real wages. As well, the new 
procedures and sets of rules that both 
countries will follow in the application and 
modification of their respective trade legisla- 


tion will ensure more secure access to each 
other’s market. Thus, the Agreement will 
significantly reduce a major source of uncer- 
tainty for Canadian producers who already 
conduct a large part of their business in the 
U.S. market. However, since such benefits 
are difficult to quantify precisely, they are 
not incorporated into the Department of 
Finance empirical estimates of the long-run 
real income gains from the Agreement. 


Quantitative Estimates of the Long-Term 
Benefits of the Agreement 


In assessing the impacts on the 
economy of such structural policy initiatives 
as free trade, it is important to measure the 
permanent, or long-term, impacts — that is, 
when the policy change has been fully 
implemented and the structure of the 
economy has fully adapted to it. In the long 
term, the extent of the economic benefits 
from Canada-U.S. free trade will depend 
largely on the extent of the productivity 
improvement in the Canadian economy. This 
is not to say that the transitional effects as 
the economy moves to the new free trade 
environment are unimportant — how the 
Canadian economy will likely respond in the 
transition to the Free Trade Agreement is 
the subject of the next two chapters. 

How do economists analyze, and 
attempt to quantify, the impacts on the 
economy of a major structural initiative such 
as free trade? The standard analytic 


approach in such cases is to use economic 
models to simulate the impacts of such 
changes on economic behaviour and 
performance. Economic models are 
designed to approximate the basic behavi- 
our and functioning of the economy, as well 
as the key interactions among different 
sectors. To assess the effects of such 
changes, the economic models are simu- 
lated both with and without the assumption 
of the policy change. The economic impacts 
of the policy change are then measured by 
the differences in the simulation results for 
key economic variables such as real income, 
real output and productivity. 


In recent years, a number of research- 
ers and organizations have used both mac- 
roeconomic and general equilibrium models 
to estimate the economic impacts of 
Canada-U.S. free trade. The Department of 
Finance has prepared estimates of the long- 
term economic gains from the Free Trade 
Agreement using a large-scale general 
equilibrium model of the Canadian 
economy. The results of the Finance anal- 
ysis and other studies are summarized in 
Tables 4 and 5. The Department of Finance 
has also analyzed the medium-term (five- 
year) economic impacts of the adjustment 
to the Agreement using a conventional 
macroeconomic model, and these results 
are presented in Chapter V. A more detailed 
description of the Department of Finance 
technical analyses is provided in the 
Annexes. 


The Department of Finance analysis of 
the permanent, or long-run, economic ben- 
efits of the Free Trade Agreement incorpo- 
rates the following provisions of the Agree- 
ment: the elimination of all bilateral tariff 
barriers to trade; the reduction of preferen- 
tial purchasing practices by federal govern- 
ments; the elimination of preferential provin- 
cial pricing with respect to wines and spirits; 
and the elimination of quantitative restric- 
tions on imports of red meats and grain 
products. Quantitative estimates of the 
economic impacts of free trade are sensitive 
to assumptions regarding the competitive 
pricing behaviour of Canadian producers 
and the demand response of Canadian 
imports and exports to price changes. The 
Department of Finance’s general equilibrium 
model incorporates the assumption that 
Canadian firms set their prices so as to 
remain competitive with imports, and 
restructure to exploit more fully the econo- 
mies of large-scale production. It also 
assumes that bilateral trade is quite respon- 
sive to price changes. 


All aspects of the Agreement cannot be 
quantitatively captured in a model, no mat- 
ter how large and detailed the model may 
be. Generally these models are able to 
capture only the elimination of trade barriers 
that apply to goods-producing industries. 
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Positive economic effects, however, will 
likely occur from liberalizing trade and 
investment in the service sector and liberal- 
izing investment flows in general. Positive 
“dynamic” effects will also likely flow from 
free trade: economies of scale will be real- 
ized through ‘‘learning by doing’’, which will 
allow production costs to fall with the 
cumulative volume of output; the improved 
and more secure access to the large U.S. 
market will encourage Canadian firms to 
take part in emerging industries and develop 
new products; and opportunities for further 
economies of scale will arise in such activi- 
ties as product design and marketing. 

In short, the quantitative estimates of 
the economic benefits flowing from the 
Agreement reported in this chapter and the 
next should be seen as a lower bound of the 
likely economic gains, since model-based 
estimates cannot capture all of the favour- 
able effects of the Agreement. This is par- 
ticularly the case with respect to the role of 
the Free Trade Agreement in promoting 
more secure access to the U.S. market. 


(a) Real Income Gains 


Table 4 summarizes the Department’s 
estimates of the economic impacts of the 
Free Trade Agreement. Real income would 
rise by at least 2.5 per cent in the long term, 
which represents a permanent increase in 
real income of $12.billion in today’s dollars. 
This is equivalent to a permanent real 
income gain of about $450 for every 


Canadian, year after year. Free trade would 
allow an economy-wide reduction in produc- 
tion costs of just over 2 per cent through 
enhanced economies of scale. These cost 
reductions, together with the greatly 
enlarged market for Canadian goods, mean 
that production in Canada could expand by 
almost 3.5 per cent. 

The estimates of the real income gains 
from free trade obtained in other empirical 
Studies are summarized in Table 5. It should 
be noted that, while these other studies 
were undertaken before the Canada-United 
States Free Trade Agreement was signed, 
and thus incorporate the effects of various 
free trade scenarios rather than the Agree- 
ment itself, the assumed scenarios in these 
studies generally capture the main aspects 
of the Agreement. 


Two aspects of the results reported in 
Table 5 stand out. First, regardless of the 
model assumptions about economic param- 
eters, free trade is expected to increase 
Canadian real income. Second, most esti- 
mates of the extent of the real income gains 
vary within a relatively narrow range from 
about 1 per cent to just over 3 per cent. The 
Harris-Cox study is the only exception, 
suggesting the real income gains could be 
as high as 9 per cent. Some of the Harris- 
Cox estimates of the potential gains from 


Table 4 


Long-Run Economic Impacts of the Free Trade Agreement: 


Department of Finance Estimates 


Real income”) 


Scale-related cost reduction 


Sectoral changes in real output" 
Primary 
Manufacturing 
Service 


Total® 


Percentage 
change 


) Estimates are sensitive to the assumed response of exports and imports to changes in relative prices and 
the price response of import-competing manufacturing firms to the reduction of domestic trade barriers. 


These issues are discussed in Annex 2. 


(2) Percentage reduction in total production costs due to the exploitation of economies of scale in the 


manufacturing sector. 


(3) Real output changes are reported on a gross domestic product (GDP) basis whereas real income changes 
are measured on a gross national product (GNP) basis. GDP measures production within Canadian 
borders while GNP is a measure of income earned by Canadians, regardless of where they live. 


free trade, however, are already reflected in 
the current performance of the Canadian 
economy. The Harris-Cox study was pre- 
pared in 1984 and is based on outdated 
estimates of tariff rates, economies of scale 
and non-tariff barriers to trade. 


The long-run employment gains from 
the Agreement will depend largely on the 
extent to which the labour force expands 
through increased participation rates 
responding to higher real wages and better 
quality jobs, and the extent to which current 
structural rigidities in labour markets are 


reduced as a result of improved markets and 
fewer distortions in a free trade environment. 
Economic analysis suggests these effects 
can be substantial, but precise long-run 
estimates are difficult to quantify. Depart- 
ment of Finance estimates of the employ- 
ment impacts of the Agreement over the 
government's medium-term fiscal planning 
horizon (to 1993) are provided in Chapter V. 
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Table 5 


Results of Other Studies‘” on the Long-Run Economic 
Impacts of Canada-U.S. Free Trade 


Percentage change 
in real income 


General equilibrium models‘? 


Finance 
Hamilton-Whalley 


Harris-Cox 
Macroeconometric models?) 


Economic Council of Canada 
Informetrica 

Institute for Policy Analysis 
Wharton Econometrics 


() R. Hamilton and J. Whalley, ‘“Geographically Discriminatory Trade Arrangements’, Review of Economics 
and Statistics, (1985) pp. 446-55; R. Harris and D. Cox, “Summary of a Project on the General Equilibrium 
Evaluation of Canadian Trade Policy’’, in John Whalley (ed.), Canada-United States Free Trade, Volume 
11, Research Studies, Royal Commission on the Economic Union and Development Prospects for Canada, 
Toronto, University of Toronto Press, 1985, pp. 157-177; Economic Council of Canada, ‘Impact of 
Canada-U.S. Free Trade on the Canadian Economy’”’, Discussion Paper No. 331, August 1987; and 
Reaching Outward, Twenty-Fourth Annual Review, Minister of Supply and Services Canada, Ottawa: 1987; 
Informetrica Ltd. Economic Impacts of Enhanced Bilateral Trade: National and Provincial Results, prepared 
for the Department of External Affairs, 1985; and Peter Dungan, Institute for Policy Analysis, The 
Macroeconomic Impacts of Free Trade with the United States: Lessons from the FOCUS-PRISM Models, 
University of Toronto, Working Paper, DP 85-86, November 1985; and, Wharton Econometrics, ‘“‘Canada- 
U.S. Free Trade: Opportunities, Risks and Prospects’, September 1987, The WEFA Group. 


‘2) Estimates reported in these studies are sensitive to the degree of response of exports and imports to 
changes in relative prices. The results in the Harris-Cox and Department of Finance analyses are also 
sensitive to the price response of import-competing manufacturing firms to the reduction of domestic trade 
barriers. These issues are discussed in Annex 2. 


‘%) Estimates for a given study vary, due to different assumptions about the extent of trade liberalization and 
the size of the productivity gain resulting from freer trade. 


(b) Sectoral Effects 


How the performance of a particular 
sector or industry will be affected by free 
trade depends on a number of factors. 
These factors include, in addition to the 
current rate of trade protection provided in 
both countries, the cost reduction achiev- 
able in each industry through economies of 
scale, the potential cost reduction through 
the purchase of cheaper imported or 
domestically produced intermediate goods, 
the sensitivity of imports and exports to 
price changes, the export orientation of the 
industry, the share of imports in domestic 
demand, the importance of trade with third 
countries and the competitiveness, entre- 
preneurship and dynamism in that industry. 
In short, free trade presents very positive 
opportunities for most sectors and industries 
in the Canadian economy to expand and 
prosper. It does not assure economic gains; 
realizing the gain depends on the responses 
of individual Canadians and businesses to 
these new opportunities. 

A number of detailed sectoral assess- 
ments have been prepared by various gov- 
ernment departments on the economic 
impacts of the Free Trade Agreement and 
will be released shortly. These sectoral 
assessments will include, among others, 
agriculture, energy, metals and minerals, 
fisheries, and general industries. At the more 
aggregate level, analysis undertaken at the 
Department of Finance with inputs from 
industry specialists, both within and outside 
the government, indicates that outputs of 
various Canadian sectors will rise signifi- 
cantly as a result of the Free Trade 
Agreement. 


Table 4 provides estimates of the 
increases in output for broadly defined 
industrial sectors that will result from the 
Agreement once it is fully implemented. In 
the manufacturing sector, output should 
expand by as much as 10.6 per cent. Out- 
put will be higher in the primary goods 
sector by 2.1 per cent, and in the service 
sector by 0.9 per cent. This difference in 
sectoral impacts reflects in part the greater 
scope for realizing economies of scale in the 
manufacturing sector. The estimated 
impacts on the primary and service sectors 
are relatively small because economic mod- 
els do not properly capture the effects of 
reducing uncertainty of access to the U.S. 
market and the favourable effects of liberal- 
izing trade in services. 


The Department of Finance analysis 
suggests that most Canadian industries — 
industries that receive little trade protection 
now as well as those that are more highly 
protected — will expand production and 
sales as a result of free trade with the United 
States. There are a number of reasons for 
this conclusion. First, industries which 
receive relatively high protection in Canada 
also tend to be highly protected in the 
United States. Thus, the removal of trade 
barriers will expose these industries to 
greater competition from imports in the 
domestic market but it will at the same time 
provide new opportunities for these indus- 
tries to export into the U.S. market. Given 
the relative size of the two economies, the 
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increased volume of their exports could 
easily offset any loss in their share of the 
domestic market due to the rise in imports. 
Second, the more highly protected indus- 
tries often have the potential for substan- 
tially reducing production costs through 
specialization and longer production runs. 
Third, free trade will allow industries to buy 
their inouts more cheaply from both U.S. 
and domestic producers, and this will make 
them more competitive in both domestic 
and foreign markets. For industries in which 
price competition is intense, a small reduc- 
tion in production costs can lead to large 
increases in sales, production and 
employment. 

The view that most sectors will gain 
from bilateral trade liberalization is sup- 
ported by other studies. For example, the 
Economic Council of Canada concludes: “In 
most industries ... the impact of bilateral free 
trade with the United States on output and 
employment would be positive and signifi- 
cant’. These empirical estimates are very 
much in line with the positive Canadian 
experience of the past 20 years in response 
to multilateral tariff reductions and the 
experience in the North American auto 
industry in response to the 1965 Auto Pact. 
(c) Regional Effects 

All Canadian regions will gain as a 
result of bilateral free trade, and empirical 
estimates indicate that the distribution of 
these economic gains will be very even 
across the country. This is evident in Table 6 
which presents Department of Finance 
estimates of the regional real income gains 


from the Canada-U.S. Free Trade Agree- 
ment. Moreover, quantitative estimates of 
the regional economic benefits of the Free 
Trade Agreement are conservative since all 
of the positive impacts of the Agreement 
cannot be quantified. Importantly, the quan- 
titative estimates of the gains to resource- 
intensive regions are likely understated 
because the Agreement, by providing more 
secure access to U.S. markets, will reduce 
the risks of U.S. protectionism, which in the 
past has been felt most heavily in these 
regions. As well, given their proximity to 
large consumer markets in the United 
States, the Agreement should allow these 
regions to reinforce and diversify their 
manufacturing bases. 

The Agreement offers a significant 
opportunity to increase the value-added of 
many of Atlantic Canada’s resource-based 
products and to reinforce the development 
of its secondary manufacturing and service 
sectors. In particular, the fish processing 
and resource processing industries will have 
better opportunities for exporting more 
highly processed products with the elimina- 
tion of the U.S. tariffs, which rise with the 
degree of processing. 

In British Columbia, tariff reductions will 
make mineral exports more competitive in 
the U.S. market. These reductions will also 
increase the scope for further processing of 
minerals and other resource-based prod- 


(°) Economic Council of Canada, Reaching Outward, op. cit., p. 36. 


ucts. Manufacturing in general will also 
benefit from enhanced access to the U.S. 
market. 


In the Prairie provinces, the energy 
sector will benefit from enhanced and more 
secure access to the U.S. market. This will 
allow the Prairie provinces to more fully 
realize their export potential which will mean 
significantly higher export revenues and 
incomes for these provinces. Enhanced 
investor confidence resulting from the crea- 
tion of a more stable trading environment 
will assist the fuller development of energy 


resources. Furthermore, the development of - 


certain projects in the Prairie provinces may 
be facilitated by economies of scale as a 
result of more secure access to the huge 
U.S. market and this should allow for greater 
diversification of the Western Canadian 
economy. The Prairie provinces will also 
gain from the provisions of the Free Trade 
Agreement affecting the agriculture sector. 
The Agreement will provide an opportunity 
for increased and more diversified growth of 
Canadian agricultural exports to the United 
States with the assurance of more secure 
and predictable access. 

In both the West and Quebec, elec- 
tricity producers can be assured of fairer 
treatment with respect to U.S. import regu- 


lations and policies. In Quebec, manufactur- 
ing in general will gain and, as well, the 
prospects are promising for further invest- 
ment in the aluminum industry. 

Improved market access, similarly, 
should benefit the high technology sector in 
Ontario. In the auto sector, the new rules of 
origin which require a greater proportion of 
North American content will encourage 
vehicle assemblers operating outside the 
Auto Pact to purchase more parts from 
North American manufacturers. The recent 
performance of Canadian automobile parts 
manufacturers indicates that they can com- 
pete with their U.S. counterparts and that 
they should get their share of the additional 
North American sourcing. 

Over all, central Canada with its large 
manufacturing base will benefit from a 
stronger and larger manufacturing sector. 
Other regions will benefit from the lower 
prices of manufactured goods, the greater 
scope for the further processing of their 
resources and improved prospects for 
diversifying their economies. 
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Table 6 


Real Income Gains by Region from the Free Trade Agreement 


Atlantic Region 
Quebec 
Ontario 
Prairies 
British Columbia 


Canada 


Source: Department of Finance. 


(d) More Secure Access to the U.S. Market 

All of the studies summarized in this 
chapter have assessed the benefits of 
Canada-U.S. free trade relative to the cur- 
rent, or status quo, bilateral trading environ- 
ment. However, it is clear that increased 
protectionist threats and actions by the 
United States would worsen the medium- 
term and longer-term economic outlook for 
the Canadian economy. Increased U.S. 
protectionism would impact negatively on 
the Canadian economy directly, as specific 
measures reduce sales, production and 
employment in specific sectors and regions, 
and indirectly, as other countries retaliated 
and international confidence, trade and 
growth retrenched. 


Percentage 
change 


Therefore, by providing more secure 
access to the huge U.S. marketplace, the 
Agreement provides additional economic 
benefits in that it will help to maintain the 
vigorous pace of output and employment 
expansion that the Canadian economy has 
experienced in recent years. Illustrative 
estimates of the potential benefits from 
avoiding further U.S. protectionist measures, 
prepared by both private and public sector 
organizations and the Department of 
Finance, are reported in the next chapter. 


Medium-Term Macroeconomic 
Effects of Moving to Canada-U.S. 
Free Trade 


Introduction 


Empirical analyses of Canada-U.S. free 
trade agree that the long-term economic 
benefits for the Canadian economy will be 
positive and substantial. But there has been 
less analytic focus on the transitional period 
during which the Canadian economy will be 
adjusting to the new trading environment. 
How effectively will the Canadian economy 
be able to take advantage of the new oppor- 
tunities provided by the Agreement during 
the transition phase? How quickly will the 
long-term benefits from free trade be real- 
ized? What would be the risks to the 
Canadian economy from possible increases 
in U.S. protectionism in the absence of the 
Free Trade Agreement? These issues, which 
all have an important bearing on the 
medium-term macroeconomic effects of 
moving to a Canada-U.S. free trade environ- 
ment, are the subject of this chapter. 


Analyses of the medium-term macro- 
economic impacts of the Free Trade Agree- 
ment by the Department of Finance suggest 
that the economic benefits from the Agree- 
ment will begin to be realized shortly after its 
implementation on January 1, 1989. Prices 
for a wide range of consumer goods will 
decline, beginning in 1989, as existing trade 
barriers are phased out. Lower consumer 
prices will add to the purchasing power of 
Canadian households, stimulating consumer 
Sales. Investment spending for new plant 
and equipment will increase as Canadian 
firms move to take advantage of their 
enhanced and more secure access to the 
huge U.S. marketplace. Increased consumer 
and investment spending will result in 
stronger economic growth and enhanced 
job creation. 


Department of Finance estimates of the 
impacts of the Agreement on employment 
over the government’s medium term fiscal 
planning horizon indicate that 120,000 net 
new jobs will be created by 1993, only five 
years into the phasing-in of the Agreement. 
Moreover, witnout the Free Trade Agree- 
ment, increased U.S. protectionism would 
threaten the healthy pace of economic 
expansion that Canada has experienced in 
recent years. Thus, the Agreement will not 
only create new employment opportunities 
for Canadians, it will also help to secure 
existing jobs. 


Macroeconomic Impacts During the 
Transition to Free Trade 


The Canada-U.S. Free Trade Agree- 
ment will have a positive, and growing, 
impact on Canada’s economic performance 
from the beginning, as a result of increased 
household purchasing power due to lower 
prices, increased investment spending, and 
an improved trade balance. 


The reduction of tariffs and other non- 
tariff barriers will lower the prices of both 
imported goods and domestically produced 
goods that compete with imports. It is 
estimated that the direct and the induced 
effects of the Agreement will be to reduce 
overall consumer prices in Canada by about 
1 per cent by 1993. These lower prices will, 
in turn, boost real personal disposable 
income and increase consumer spending. 
Finance estimates indicate that, as a result 
of lower prices and rising wages, there will 
be a 2-per-cent increase in consumer 
spending by 1993. Significant further 
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declines in overall consumer prices will 
occur over the balance of the transition 
period as the remaining tariffs and non-tariff 
barriers are eliminated. 

The Free Trade Agreement will stimu- 
late investment spending as firms restruc- 
ture and retool their factories to take advan- 
tage of their improved access to the large 
U.S. market. Improved business confidence, 
declining prices of intermediate inputs due 
to lower trade barriers, and rising corporate 
profits will also provide a further boost to 
capital spending. Department of Finance 
estimates suggest that business investment 
in plant and equipment will likely rise by 
more than 4 per cent in real terms by 1993 
in response to the new trading environment. 

The Agreement will lead to a substantial 
improvement in Canada’s export perform- 
ance. To begin with, reduced trade barriers 
in the United States will increase U.S. 
demand for Canadian goods and services. 
Furthermore, the Agreement will reduce 
production costs in Canada, making 
Canadian industries more competitive. This 
will happen as the prices of intermediate 
goods imported from the United States fall, 
as competition increases and as productivity 
is enhanced due to larger production runs 
and better resource allocation. The combi- 
nation of these favourable factors is 
estimated to raise Canadian exports in 
volume terms about 3.4 per cent by 1993. 

These favourable impacts of the trade 
agreement on real personal incomes, profits, 
consumer spending, investment and exports 
will translate into a faster pace of output 
growth and job creation in Canada. Depart- 
ment of Finance estimates indicate that real 


(') Sources for these estimates are provided in Table 5. 


output (GDP) in 1993 will be about 2 per 
cent higher as a result of the Agreement, 
and 120,000 net new jobs will also be 
created by 1993, the fifth year of the imple- 
mentation of the Free Trade Agreement. 


Studies undertaken in the summer and 
fall of 1987 by the Economic Council of 
Canada, Informetrica and Wharton Econo- 
metrics arrive at the same conclusion: 
Canada-U.S. free trade will generate sub- 
stantial economic benefits, with more output 
growth and more jobs, both during the 
transition phase and beyond. For example, 
Informetrica’s analysis shows that Canada- 
U.S. free trade will create as many as 
200,000 jobs when the Agreement is fully 
implemented. The Economic Council of 
Canada has estimated that 350,000 jobs will 
be created by the eighth year after the total 
elimination of Canada-U.S. trade barriers. 
Wharton Econometrics has projected that 
Canada-U.S. free trade would generate 
240,000 jobs 13 years after the full elimina- 
tion of all bilateral trade barriers." 


These employment estimates are not 
inconsistent with those of the Department of 
Finance. They are not strictly comparable, 
however, as they are based on different 
assumptions about the Free Trade Agree- 
ment and the speed of its implementation. In 
particular, these studies estimate the num- 
ber of job gains in the period after the full 
phasing out of existing trade barriers. In 
contrast, the Department of Finance 
employment estimates are for 1993, the fifth 
year of the phasing out of trade barriers 
under the 10-year transition period in the 
Agreement. 


Avoiding Possible U.S. Protectionism: 
The Benefits of Secure Market Access 


In the medium-term economic projec- 
tions released as part of the White Paper on 
Tax Reform, the government projected that 
real GDP would grow on average about 
3 per cent a year over the next five years. 
Consistent with this projection, employment 
was expected to rise an average of 2.2 per 
cent, or about 260,000 jobs per year. The 
White Paper recognized that the risks facing 
the achievement of this economic perform- 
ance were substantial: “...failure of the U.S. 
government to achieve substantial deficit 
reduction, weak domestic demand growth in 
overseas countries and lack of progress in 
re-balancing trade flows among the largest 
industrialized countries could well set the 
stage for an environment in which the U.S. 
dollar falls sharply, U.S. protectionism 
increases, international interest rates rise, 
and the risks of financial disruption arising 
from the international debt burdens of the 
developing countries increase’’.“\* 


The Department of Finance analysis 
and estimates of the macroeconomic 
impacts of the Canada-U.S. Free Trade 
Agreement presented in Chapter IV and the 
preceding section of this chapter assumed a 
continuation of the current international 
trading environment. By so doing, they likely 
understate the economic benefits flowing 
from the Agreement, particularly through its 
provision of more secure access to U.S. 
markets. In the absence of the Agreement, 
the possibility of growing U.S. protectionism 
places the status quo trading environment at 
considerable risk. Thus, the positive eco- 
nomic benefits from the Agreement are 


likely larger than those estimated by exam- 
ining only the impacts of the elimination of 
existing trade barriers. 


To illustrate the potential gains from the 
Agreement as a result of increased security 
of access to the U.S. market, the Depart- 
ment of Finance's macroeconomic model of 
the Canadian economy was used to esti- 
mate the impacts on the Canadian economy 
over the 1989 to 1993 period of a scenario 
in which trade relations between the two 
countries deteriorated in the absence of a 
trade agreement. Clearly, it is difficult to be 
precise as to how much additional protec- 
tionist measures might be imposed by the 
U.S. in the absence of the Agreement, and 
as to Canada’s possible responses. For this 
analysis, the illustrative scenario assumed 
additional protection imposed by the U.S. 
equivalent to a 5-percentage-point increase 
in U.S. tariffs. It also assumed that Canadian 
tariffs vis-a-vis the United States were 
increased proportionally in response. 


Significant increases in U.S. protection- 
ism would have a pervasive negative effect 
on the Canadian economy. The initial 
impact would be in export-based industries, 
with reduced Canadian production, invest- 
ment and employment. But the negative 
effect would be wider, as the impact of 
higher tariffs on prices reduced household 
purchasing power. As the real incomes of 
Canadians fell, their demands for domestic 
Canadian products would also decline, 
spreading the negative impacts on income, 


(12) The Honourable Michael H. Wilson, Department of Finance, Tax Reform 1987, Economic and Fiscal Outlook, Minister of 


Supply and Services Canada, Ottawa: June 18, 1987, p. 23. 
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output, employment and investment 
throughout the economy. The net result 
would be deteriorating economic perform- 
ance in almost all sectors of the Canadian 
economy. 


The Department of Finance’s analysis 
estimates that the Free Trade Agreement, in 
addition to providing a positive stimulus to 
job creation, could also secure 75,000 or 
more Canadian jobs by 1993, jobs which 
would be at considerable risk due to the 
possibility of increases in U.S. protectionism 
in the absence of a free trade agreement. 

This illustrative scenario is relatively 
moderate in comparison to the magnitude of 
certain U.S. protectionist actions that have 
impacted on particular sectors of the 
Canadian economy in recent years. It is also 


Ottawa: 1986, p. 24. 


a conservative scenario compared to those 
developed by other organizations. For 
example, on the assumption that the United 
States imposed a 20-per-cent surcharge on 
imports of most manufactured goods and 
the trading partners of the United States 
retaliated with equivalent measures, the 
Economic Council of Canada"'® estimated 
that Canada would lose 520,000 jobs over a 
nine-year period. Informetrica"” estimated 
that an effective rise in U.S. tariffs of 

10 percentage points could cost Canada 
100,000 jobs. 


“9) Economic Council of Canada, Changing Times, Twenty-Third Annual Review, Minister of Supply and Services Canada, 


(4) Informetrica Ltd., Economic Impacts of Enhanced Bilateral Trade, Ottawa: August 1985. 


Adjusting to Canada-U.S. 
Free Trade 


Introduction 


An issue of considerable importance in 
the context of the Canada-United States 
Free Trade Agreement is the capacity of the 
Canadian economy to adjust to the new 
trading environment. The analysis in this 
chapter suggests clearly that the adjust- 
ments that will be occasioned by the Agree- 
ment can be readily handled because they 
will be relatively small and should be easily 
absorbed within a growing, cost-competi- 
tive, resilient and flexible economy. The 
Agreement, in itself, promotes economic 
growth which provides the best environment 
for adjustment. 

There are a number of key factors 
leading to this conclusion. First, the adjust- 
ment requirements arising as a result of 
trade liberalization will be small compared to 
those that continually take place in the 
Canadian economy. The Canadian economy 
has shown substantial flexibility and adapta- 
bility in the past to handle structural 
changes of the type that will be required by 
Canada-U.S. free trade. Second, the reduc- 
tion in trade barriers will be implemented 
gradually over 10 years, giving enough time 
for businesses and workers to adapt to the 
free trade environment. Third, adjustment is 
easier when economic fundamentals are 
sound. There is considerable underlying 
strength in the Canadian economy, as 
reflected in the strong pace of job creation 
and output growth over the last three years, 
and the Agreement itself will further stimu- 
late growth. And fourth, extensive govern- 
ment programs already exist to assist 
individuals and businesses to adapt to 
changing economic conditions. 


In support of the view that adjustment 
costs in moving to Canada-U.S. free trade 
will be small, the C.D. Howe Institute notes 

hat: 
‘*... the experience of other countries, as 
well as Canada’s own past experience, in 
apparently similar situations, should be 
taken to be relevant ... Adjustment bur- 
dens in the EC, in EFTA, and in the Aus- 
tralia-New Zealand Free Trade Area were 
all small... Since 1935, Canada has 
removed most of its tariffs. These cuts 
have been absorbed virtually without 
being noticed ... There is no reason why 
future tariff cuts would be more difficult to 
absorb than were previous ones.’’‘"°) 


Extent of Required Adjustment 


The Free Trade Agreement provides 
opportunities for both workers and busi- 
nesses to achieve higher levels of employ- 
ment, sales and incomes. To realize these 
opportunities, however, will require some 
adjustments. Firms will concentrate on 
products in which they have a comparative 
advantage and expand their production runs 
in those goods and services. Plants will have 
to be retooled, and production processes 
enhanced. Expanded opportunities in both 
the U.S. and Canadian markets will require 
improved marketing strategies. Workers will 
also have to respond to a changing 
economic environment as the Agreement 
is implemented. 


(8) Richard G. Lipsey, ‘The Canada-U.S. Free Trade Agreement and the Great Free Trade Debate’, Trade Monitor, 41 


C.D. Howe Institute, November 1987, pp. 7-8. 
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The extent of labour adjustment that 
will result as the economy adapts to the new 
free trade environment will, however, be 
small. Trade barriers will be eliminated 
gradually; for many industries, the transition 
period will be 10 years. Thus, there will be 
no sudden impact on Canadian industries, 
and firms and workers will have plenty of 
lead time to respond to the new trading 
environment. 

Department of Finance analysis of the 
long-term impact of the Canada-U.S. Free 
Trade Agreement discussed in Chapter IV 
suggests that the cumulative inter-sectoral 
shifts in employment resulting from trade 
liberalization would amount to 1.5 per cent 
of total employment by the time the Agree- 
ment has been fully phased in. In compari- 
son to the postwar experience of inter- 
sectoral shifts in employment in Canada, a 
shift of this magnitude is very small. For 
example, over the 19771 to 1981 period, 
inter-sectoral employment shifts were about 
six times as large. 


The extent of the inter-industry employ- 
ment shifts that would likely arise during the 
10-year transition phase of the Agreement 
are estimated to be about 16,000 workers 
per year on average — and around 25,000 
workers if intra-industry job changes are 
taken into account as well as inter-industry. 
It is useful to compare these shifts with 
ongoing labour adjustment in the economy. 
On average in a typical year in Canada, 
about five million job changes occur involv- 
ing four million workers; that is, each year, 
about four million workers go through some 
form of labour market adjustment through 
layoffs or job changes or terminations, and 
some more than once. This comparison 
underscores the small scale of adjustment 


required under the Agreement, and the 
demonstrated ability of the Canadian 
economy to readily absorb such job 
turnovers. 

The fact that trade-related labour 
adjustment requirements are likely to be 
small is not surprising in view of the fact that 
existing trade barriers between the two 
countries are not very high in most indus- 
tries. Indeed, the reduction of trade barriers 
in the Agreement is well within the range of 
total tariff cuts that Canada has experienced 
vis-a-vis the United States since the early 
1960s. Moreover, as was discussed in 
Chapter IV, most highly protected industries 
are not likely to suffer as a result of free 
trade since highly protected industries in 
Canada often have similar degrees of tariff 
protection in the United States, and many of 
the highly protected industries in Canada 
have more scope to reduce their production 
costs by exploiting potential! economies of 
scale than their American counterparts. 


The Flexibility and Adaptability of the 
Canadian Economy 


The ability of a country to handle eco- 
nomic change depends to a large extent on 
the general economic conditions prevailing 
as the change is occurring, as well as on the 
flexibility and adaptability inherent in the 
economy. It is obviously much easier for an 
economy to adapt to change when the 
economy is expanding, when jobs are being 
created relatively rapidly, when the 
country’s cost structure is competitive with 
the rest of the world, and when the business 
environment is favourable. 


Recent economic indicators suggest 
that the Canadian economy is well posi- 
tioned to take advantage of the opportuni- 
ties that the Free Trade Agreement will 
create. 


e Canada’s 4.4-per-cent average annual 
growth in the past 3 1/2 years has been 
the fastest among the major OECD coun- 
tries (Chart 8). The overall strength of the 
economy, and its capacity to generate 
new employment opportunities, will be 
maintained and reinforced by trade 
liberalization. 

Canada’s job creation performance in the 
past 3 1/2 years has been the best in the 
OECD area (Chart 9). Again, free trade 
should contribute to sustaining this 
performance. 


Canada’s competitiveness has improved 
substantially in the last four years, fully 
reversing the loss in competitiveness 
suffered in the previous decade 

(Chart 10). Productivity has increased 
9.0 per cent from its pre-recession peak 
in Canada compared to a rise of 

4.5 per cent in the United States. 


As the analysis in Chapter V indicates, 
the Free Trade Agreement will not only 
maintain the current strong employment 
performance in Canada, which would other- 
wise be threatened by growing protectionist 
threats and actions in the United States, but 
it will stimulate further job creation, some 
120,000 net new jobs by 1993. Thus, the 
expanding Canadian economy will provide 
alternative job opportunities for those who 
might be displaced during the adjustment to 
the free trade environment. 


The Canadian economy is about to 
enter its sixth year of healthy expansion 
after the 1981-1982 recession. This 
performance itself will facilitate adjustment. 
Moreover, the economy has an impressive 
track record in demonstrating flexibility and 
adaptability in the face of changing eco- 
nomic conditions. This ability to adapt to 
change is illustrated by the following 
indicators: 


Labour Turnover: Canadian workers 
have a strong capacity to respond to chang- 
ing employment opportunities. In a typical 
year, there are more than five million job 
changes involving about four million workers 
— almost one-third of the entire Canadian 
labour force. Labour turnover is by no 
means synonymous with unemployment. 
About half of all job changes involve people 
moving directly from their old jobs to their 
new ones. The changes that Canadian 
workers make so readily are substantial. 


Almost 50 per cent of workers change 
their industry of employment after a spell of 
unemployment and almost 70 per cent are 
with a different employer five years later. In 
a particularly impressive display of flexibility, 
about half of these workers take up a differ- 
ent occupation in their new job. 


Labour Mobility: The extent of labour 
mobility in Canada in response to relative 
changes in economic conditions in various 
Canadian regions is considerable. For 
instance, in the second half of the 1970s, 
about 48 per cent of the Canadian popula- 
tion changed their residence at least once. 


43 


Chart 8 
Real GDP/GNP Growth i i 
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Employment Growth in Major OECD Countries: 
1984 to Second Quarter of 1987 


Average annual per cent change 


Chart 9 


U.S. 


Canada 


Source: OECD Quarterly Labour Force. 
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Unit Labour Costs in Manufacturing (Common Currencies): 
A Measure of Canada's International Competitiveness 
1973 to 1986 


Average annual per cent change 


E==| Canada 
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[] Other G-7 countries 


1973-1982 1983-1986 


Sources: United States Bureau of Labour Statistics Monthly Labour Review; Statistics 
Canada, Aggregate Productivity Measures, cat. 14-201. 
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Over the same period, mobility rates 
between municipalities were also large, at 
about 20 per cent of the population. This 
suggests that Canadians are able to capital- 
ize on new employment opportunities wher- 
ever these opportunities arise. 


Ongoing Structural Shifts: To date in the 
1980s, there have been significant sectoral 
shifts in employment. For example, over the 
1981 to 1986 period, employment declined 
by 39 per cent in the machinery industry 
and 23 per cent in primary metals while it 
rose 30 per cent in the rubber and plastic 
industries and 26 per cent in printing and 
publishing. The magnitude of these changes 
illustrates clearly how extensively and effec- 
tively the economy has already been able to 
accommodate structural changes in the 
1980s. As noted above, the employment 
shifts actually experienced among industries 
over the 10-year period from 1971 to 1981 
were about six times the employment shifts 
which estimates suggest might occur as a 
result of free trade. 


Business Creation: Another indicator of 
the flexibility and adaptability of the 
Canadian economy is provided by the num- 
ber of new businesses normally created in 
response to market opportunities. Data from 
Statistics Canada indicate that, of the 
821,000 firms in operation in Canada in 
1985, 152,000 (20 per cent) had not been in 
existence one year earlier and over 500,000 
(60 per cent) had been created since 1978. 
These figures suggest that the Canadian 
business sector is strong and dynamic, and 
that Canadian entrepreneurs are quick to 
respond to new economic opportunities. 
The range of policies introduced by the 


federal government in the last three years to 
remove impediments to private sector 
initiative has reinforced this dynamism. 


Capital Market Efficiency: In a special 
review of Canada’s capital markets, the 
OECD concludes that: ‘Since the Bank Act 
revision of 1967, the operation of financial 
markets in Canada has been remarkably 
free of constraints and distortions — on the 
pricing and the direction of credit flows, as 
well as on the freedom of movement of 
portfolio capital across the borders — that in 
other countries have been utilized by gov- 
ernments to pursue objectives of various 
natures’’.“"® The efficiency of the Canadian 
capital market will be an important con- 
tributing factor to the smooth adjustment of 
the Canadian economy to the new trading 
environment resulting from the Free Trade 
Agreement. 


Current Federal Government Programs 
to Support Adjustment 


The federal government has in place 
extensive programs to assist individuals and 
businesses to adapt to changing business 
and labour market conditions. These pro- 
grams are designed mainly to help individu- 
als upgrade their skills and provide assist- 
ance to business to take advantage of new 
opportunities. Most provinces also have 
programs to assist worker and business 
adjustment. As part of the transition to the 
Agreement these programs will be available 
to those who seek adjustment assistance. 


(18) Organization for Economic Cooperation and Development, OECD Economic Surveys, Canada, Paris, 


August 1987, p. 38. 
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(a) Labour Adjustment Programs 


The Canadian Employment and Immi- 
gration Commission’s Industrial Adjustment 
Service (IAS), Canadian Job Strategy (CJS) 
and Employment Service have a proven 
capacity to deal with changes in the labour 
market and will play major roles in adapta- 
tion to free trade. 

The IAS assists companies and workers 
to adjust to market changes by co-ordinat- 
ing access to CJS services, other federal 
programs and provincial programs and 
services. IAS, which is now being studied by 
30 American states, acts as an adjustment 
broker and provides on-the-spot and timely 
help. IAS signs about 500 contracts a year 
with firms where labour and management 
have agreed to work together to deal with 
needed adjustments. 


The most important federal program 
directed at labour adjustment is the CJS. 
The CJS offers multifaceted ways of meeting 
the needs of individuals for training and work 
experience. Training, a key focus of the 
CJS, is provided on the job or in an institu- 
tional setting, such as provincial community 
colleges. The CJS also provides financial 
assistance for mobility and for the develop- 
ment of entrepreneurial skills. More than 
400,000 Canadians participated in these 
programs. 


CJS has six components tailored to 
meet the differing circumstances of workers: 
© Skill Investment: Permits workers threat- 

ened with loss of their jobs to take train- 
ing, in co-operation with their employer, to 
acquire new and needed skills. Almost 
18,000 workers received assistance under 
this program in 1986-87. 


¢ Skill Shortages: Provides training, includ- 
ing apprenticeship, in designated fields 
where workers are in short supply. The 
program covered 71,000 workers in 
1986-87. 

Community Futures: Provides funds to 
review the economic prospects of com- 
munities outside metropolitan centres 
which are facing the shutdown of a signifi- 
cant employer. Loans and advisory ser- 
vices are available to help viable local 
businesses to stay or new ones to start in 
the area. Assistance for retraining and 
relocation of workers is also available. 
Job Entry: Serves young workers making 
the transition from school to work, women 
returning to the labour force after some 
years absence and persons with special 
employment difficulties. The program 
helped 138,000 participants in fiscal year 
1986-87. 

Job Development: Serves the needs of the 
longer-term unemployed, defined as 
anyone who has been without work for at 
least 24 of the preceding 30 weeks. A 
total of 187,000 workers received assist- 
ance from this program in 1986-87. 
Innovations: Provides grants for pilot 
projects aimed at developing new ways of 
solving special labour market problems. 


The Employment and Immigration 
Commission operates an extensive Employ- 
ment Service through the Canada Employ- 
ment Centres to provide counselling, referral 
and placement services. There are 460 
centres across the country. 


Unemployment insurance is always 
available to helo Canadians make the transi- 
tion from one job to another. It paid out 
about $11 billion in 1986 in benefits under 
almost three million claims. For those 
between jobs, Ul replaces 60 per cent of 
previous earnings (to a maximum $318 per 
week) for up to 50 weeks. Less well known 
are the other roles the Ul system plays: it 
supports work-sharing, special job creation 
initiatives, and extended training. The UI 
program is available to cushion temporary 
unemployment, and to allow individuals the 
time to adjust to the expansion of jobs that 
will result from increased access to the U.S. 
market. 


(b) Industrial Adjustment Programs 


A number of federal government pro- 
grams are in place which Canadian business 
can take advantage of to capitalize on the 
new opportunities created by the Canada- 
U.S. Free Trade Agreement. 

When Canadian firms seek new mar- 
kets, at home or in other countries, the 
government has established extensive 
programs to provide the basic information 
and resources they need to penetrate new 
markets effectively. Programs exist to: 
identify Canadian markets that local firms 
can win over from foreign suppliers. For 
example, the Import Analysis Service of 
the Department of Regional Industrial 
Expansion provides Canadian firms with 
detailed information on the value, volume 
and physical nature of particular products 
imported into Canada. 
identify the foreign markets that Canadian 
firms can serve. For example, the Trade 
Commissioner service provided by the 


Department of External Affairs helps 
Canadian business representatives pene- 
trate foreign markets. The Departments of 
External Affairs and Regional Industrial 
Expansion, together, manage the Pro- 
gram for Export Market Development 
(PEMD) which helps defray the costs 
incurred by Canadian companies in 
developing foreign markets. Win Exports, 
a computer-based inventory of the names 
and products of potential Canadian sup- 
pliers, is made available to U.S. and other 
foreign buyers. 


One way that Canadian firms can 
extract maximum benefit from the Agree- 
ment is to be at the leading edge of tech- 
nology. The federal government attaches a 
very high priority to its science and tech- 
nology policy. A National Advisory Board on 
Science and Technology was established to 
advise the Prime Minister on strategic policy 
choices and directions. As well, the federal 
and provincial governments agreed on a 
common set of objectives for a national 
science and technology policy. A broad 
range of government programs are available 
to help business, including INNOVACTION, 
a new federal government strategy to pro- 
mote innovation and technology transfer by 
Canadian firms, various tax incentives, 
financial assistance for R&D and demonstra- 
tion projects, scientific and technical infor- 
mation, training activities, and procurement 
policies, among others. The federal govern- 
ment is sponsoring a major National Confer- 
ence on Technology and Innovation in 
January 1988. 
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Firms that wish to know how they stack 
up against their competitors, and what they 
must do to become and remain competitive, 
also have a government service at their 
disposal. The Interfirm Comparison Pro- 
gram, managed by the Department of 
Regional Industrial Expansion, is a diagnos- 
tic service that identifies a participant’s 
strengths and weaknesses and helps partici- 
pants improve their performance in areas 
such as cost control, investment, rationaliza- 
tion and marketing. 


Firms will also be able to benefit from 
the new approach to regional development 
embodied in the programs and services of 
the Atlantic Canada Opportunities Agency, 
the Federal Economic Development Initiative 
in Northern Ontario and the Western Diver- 
sification Office. These new mechanisms for 
promoting economic development are 
designed to help industry in these regions 
meet a range of business challenges. Promi- 
nent among these challenges is making the 
adjustment needed to capitalize fully on the 
opportunities flowing from the Free Trade 
Agreement. 


The federal government will work in 
close co-operation with the provinces to 
improve the effectiveness of government 
programs to ensure that Canadian workers 
and businesses take full advantage of the 
new opportunities provided by the Free 
Trade Agreement. The Prime Minister has 
also recently announced the establishment 
of an Advisory Council on Adjustment, 
composed of representatives from business 
and labour organizations and the academic 
community. The Advisory Council will advise 
the government on the need for any modifi- 
cations to the existing programs in order to 
help Canadians take advantage of the new 
opportunities provided by the Agreement. 


Concluding Observations 


The Canada-United States Free Trade 
Agreement represents an important mile- 
stone in the development and growth of the 
Canadian economy. Trade liberalization has 
been a consistent element of Canadian 
economic policy throughout the postwar 
period. It has resulted in substantial declines 
in multilateral tariffs through the GATT, and 
has given rise to key sectoral trade arrange- 
ments such as the Auto Pact. The Free 
Trade Agreement goes further, by effectively 
dismantling most of the remaining trade 
barriers with the United States, Canada’s 
largest trading partner, and by pioneering a 
model for future multilateral trade agree- 
ments that include trade in services and 
agriculture. 

The economic benefits from trade 
liberalization with the United States will be 
extensive. Canadians can expect real 
incomes to rise by at least 2.5 per cent in 
the long term, and they can look forward to 
a more dynamic, flexible and competitive 
economy. They can expect at least 120,000 
net new jobs, according to Department of 
Finance estimates, to be created in the next 
five years as a direct result of the Agree- 
ment. As well, illustrative scenarios suggest 
that 75,000 or more existing jobs would be 
at jeopardy to increasing U.S. protectionism 
in the absence of the Agreement. 

Since the Agreement will be phased in 
over a 10-year period, Canadian firms and 
workers will have time to gear up to take 
advantage of the new opportunities that it 
will create. A number of government pro- 
grams designed to assist Canadian workers 
to take advantage of changing labour mar- 


ket conditions and to assist businesses to 
capitalize on new and expanded opportuni- 
ties will continue to play an important role 
during this transition period. 

Trade liberalization will benefit both 
Canada and the United States: it is not a 
zero-sum game in which one country ben- 
efits at the expense of the other. But, just as 
smaller countries lose more from protection- 
ism than do larger countries, they also gain 
more from freer trade. The simple reason is 
that removing trade barriers opens up rela- 
tively larger markets for smaller countries, 
markets to which they would otherwise not 
have access. Previous experiences with 
trade liberalization, such as the European 
Economic Community and the Canada-U.S. 
Auto Pact, provide convincing proof of this. 


The Free Trade Agreement with the 
United States is also an important step 
toward the government’s goal of multilateral 
trade liberalization. Since almost three- 
quarters of our trade is with the United 
States, a large share of Canada’s overall 
benefits from liberalized trade will be real- 
ized through free trade between the two 
countries. The Canada-U.S. Free Trade 
Agreement will send a signal favouring trade 
liberalization to the rest of the world. It 
should provide additional momentum to the 
round of GATT multilateral trade negotia- 
tions now under way. Canada’s enhanced 
access to the large U.S. market will also 
strengthen the ability of Canadian firms to 
take advantage of the opportunities that will 
arise from future multilateral trade 
liberalization. 
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Using Economic Models to 
Estimate the Gains from Free 
Trade: The Methodology 


This document reports empirical esti- 
mates of the economic impacts of the 
Canada-United States Free Trade Agree- 
ment on the Canadian economy. Estimates 
of the long-run impacts of the Agreement 
are based on simulations with the Depart- 
ment of Finance’s general equilibrium trade 
model, and the medium-term macroeco- 
nomic effects are estimated using the 
Department of Finance’s quarterly macro- 
economic model of the Canadian economy. 
Annexes 1-3 explain the methodology 
underlying the derivation of the empirical 


estimates of the impacts of the Canada-U.S. 


Free Trade Agreement reported in this 
document. 

The Standard methodology in estimat- 
ing the impacts of a policy change on the 
economy, whether over the medium term or 
the long run, is to simulate an economic 
model incorporating and excluding the 
policy change and to compare the simula- 
tion results. The differences in the values of 
key economic variables in the two simula- 
tions constitute approximate estimates of 
the likely economic impacts of the policy 
change. The two key requirements for such 
simulation exercises are: information on the 
nature of the policy change, and the use of 
an appropriate economic model. In the 
context of deriving the impacts of the Free 
Trade Agreement, these two requirements 
implied: . 
¢ on the policy front, detailed calculations 

of the reductions in barriers to trade 
between Canada and the United States 
implied by the Agreement: and 


¢ on the model front, the development and 
use of economic models to capture the 
range of possible impacts of free trade on 
economic activity through the economic 
channels discussed in detail in Chapter Il. 
The Department of Finance has under- 
taken a comprehensive research program to 
study the economic impacts of Canada-U.S. 
free trade. A detailed information base on 
the extent of existing trade barriers between 
Canada and the United States has been 
constructed and is discussed at lengh in 
Annex 2. The Department has developed 
large-scale general equilibrium and macro- 
economic models to analyze the long-term 
impacts and medium-term effects of the 
Agreement respectively. To support the 
development of these models, the Depart- 
ment has undertaken research into econo- 
mies of scale in Canadian manufacturing, 
and trade price and income elasticities. 
With respect to the use of economic 
models, the conventional academic and 
orofessional''” view is that the estimation of 
the long-term impacts of structural policy 
changes requires a tool which can capture 
the major expected impacts of such policy 
changes on resource allocation, economic 
efficiency, economies of scale and produc- 
tivity. The class of models which has these 
characteristics is generally referred to as 
general equilibrium models. The Department 
of Finance followed this conventional 
approach by specifically developing a gen- 
eral equilibrium trade model to study the 
economic impacts of Canada-U.S. free 


‘'” A comprehensive review of general equilibrium models and their applications is provided in J.B. Shoven and J. Whalley; 


“Applied General Equilibrium Models of Taxation and International Trade’’: Journal of Economic Literature, 1984, 


pp. 1007-1051. 


trade. This model was developed at the changes for a period over which the policy 
Department of Finance in collaboration with change has been fully implemented and the 
Professors Richard Harris and David Cox of economy has fully adjusted to the new 


Queen's University. This large-scale policy environment. Over shorter periods, 

Canadian general equilibrium trade model is resource allocation, efficiency and econo- 

explained in more detail in Annex 3. mies-of-scale effects — the main areas of 
In addition to analyzing the long-run focus of general equilibrium models — are 


impacts, there is also the broad question of __ relatively less important than the direct 
the effects of Canada-U.S. free trade on key effects of structural policy changes on key 
economic variables such as employment macroeconomic variables such as employ- 
and inflation during the transition phase ment and inflation. 

when the Agreement is being implemented. 

The Department of Finance also estimated 

the effects of the Agreement over the 1989 

to 1993 period, the government’s medium- 

term fiscal planning horizon. Again following 

the conventional professional approach, the 

Department of Finance used a macroeco- 

nomic model''® to examine the medium- 

term effects of the Agreement. Macroeco- 

nomic models are particularly suitable for 

this role as they include economic variables 

whose performance is of particular focus 

over the short to medium term, including 

employment, inflation, consumer spending 

and investment. The general equilibrium 

models are less appropriate for capturing 

the short- to medium-term effects of the 

Agreement. This is because general equilib- 

rium models, in contrast to macroeconomic 

models, are usually timeless (or static) 

models, a characteristic which restricts them 

to the estimation of the impacts of policy 


(18) Readers interested in obtaining more details on the structure and properties of conventional Canadian macroeconomic 
models are referred to The State of the Art in Canadian Macroeconomic Model Building, a report prepared for the 
Department of Finance by Grady Economics and Associates Ltd., March 1985 and available from the Department of 
Finance (Mr. D. Drummond, Assistant Director, Economic Analysis and Forecasting Division, Fiscal Policy and Economic 
Analysis Branch) upon request. 
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Estimating Existing Trade 
Barriers Between Canada 
and the United States: 
The Methodology 


This annex presents quantitative esti- 
mates of existing import barriers between 
Canada and the United States, and briefly 
describes the data sources and 
methodology used to calculate them. Trade 
barriers are measured by the degree of price 
protection provided to domestic industry 
where such price protection is defined as 
the potential increase in domestic prices 
made possible by the imposition of a trade 
barrier. The analysis was undertaken for 93 
goods-producing industries; the results are 
reported in Table A2. 1."'% 

Trade barriers are generally classified 
into two categories: permanent or “‘stand- 
ing’ barriers and contingent protection 
measures. While only the permanent trade 
barriers are incorporated in the simulation 
results reported in this document, informa- 
tion is provided below on each of these 
categories. 


A. Standing Trade Barriers 


Standing trade barriers take the form of 
either tariffs or non-tariff barriers (NTBs). 
The tariff rates presented here are the 1987 
post-Tokyo GATT Round rates applicable to 
Canada-U.S. trade. Non-tariff barriers 
include such things as quantitative import 
restrictions and government procurement. 
The tariff rate estimates used in this paper 
were prepared by the Department of 


Finance and the estimates of standing NTBs 
were prepared by the Institute for Research 
on Public Policy, under a contract jointly 
funded by the Departments of Regional 
Industrial Expansion, External Affairs and 
Finance. 


1. Tariff Rates 


Average tariff rates by industry are 
usually calculated by aggregating detailed 
commodity tariff rates using imports as 
weights. This procedure tends to under- 
estimate the degree of trade protection 
since the tariffs that are the most effective in 
restricting imports get by definition the 
lowest weights. Aggregate tariffs developed 
using domestic production rather than 
import weights give a more accurate meas- 
ure of the degree of protection provided to 
industries by tariffs. Nevertheless, since 
production data are not available for all tariff 
categories, a mixed weighting procedure 
using some import weights is used in this 
analysis. 

In these calculations, pre- and post- 
Tokyo GATT Round tariff rates applicable to 
imports from the United States are cal- 
culated using import and production data in 
a two-step weighting procedure. Import 


(9) For more details on the methodology and results, see the forthcoming Department of Finance Working Papers: New 
Estimates of Canadian Tariff Rates by Industry and Commodity, and Trade Barriers Between Canada and the United 


States. 


weights are first used to aggregate the 
detailed tariff rates, of which there are 
approximately 3,500, to the level of the 
most detailed production data available — 
the large aggregation of Statistics Canada’s 
input-output tables. The resulting tariff rates 
for 519 commodities are then aggregated to 
93 industries and 116 commodities using 
the production weights. 

Because of its focus on the Canada- 
United States trading relationship, these 
calculations utilize statutory most-favoured- 
nation tariff rates and imports from the 
United States as the first stage weights. The 
1987 tariff rates used in this study are 
“bound rates”’ (the maximum rate permitted 
under the GATT) except in cases where the 
bound rate exceeded the actual, or ‘applied 
rate’ in 1985. In such cases, which 
accounted for 2 per cent of all Canadian 
imports, the 1985 “applied rate” was used. 
Statutory tariff rates are not always 
expressed in ad valorem form. They are 
sometimes expressed as a fixed dollar value 
per physical unit of the imported good (a 
specific rate), or as some combination of ad 
valorem and specific rate. In this analysis all 
non-ad valorem tariffs have been converted 
to ad valorem equivalents by expressing the 
specific rate as a percentage of the value of 
imports in the appropriate tariff category. 


Average tariff rates by industry for 
Canada and the United States are reported 
in Table A2.1, columns 1 and 5. The U.S. 
estimates were obtained using the same 
general approach as that used to calculate 
the Canadian tariff rates. The U.S. estimates 


include the 0.17-per-cent customs user fee. 
The average rate of price protection pro- 
vided to goods-producing industries is 

4.5 per cent in Canada and 2.8 per cent in 
the United States. In contrast, if a strict 
import weighting scheme is used, the aver- 
age tariff falls to 3.2 per cent in Canada and 
1.2 per cent in the United States. This com- 
parison highlights the importance of incor- 
porating production weights to the extent 
possible. 


2. Non-tariff Barriers 


In order to obtain a measure compa- 
rable to tariff rates, NTBs are expressed as 
a tariff that has an effect on import prices 
equivalent to the NTBs in question. The 
methodology used to calculate the tariff 
equivalent of NTBs is explained below. 

A number of industries are protected by 
both tariffs and NTBs. In such cases, only 
the incremental protection provided by 
NTBs is added to the tariff rate in calculating 
the total rate of price protection. Adding 
both tariff and tariff-equivalent NTBs would 
be double counting. Only if the tariff equiva- 
lent of a quantitative restriction (QR) 
exceeds the tariff rate does it affect the 
overall rate of price protection. Conse- 
quently, the tariff equivalents of QRs shown 
in Table A2.1 (columns 2 and 6) indicate 
only the incremental protection provided by 
these trade barriers. 
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Table A2.1 


Comparison of Canadian and U.S. Trade Barriers 
(93 Industry Classification) 


Canada United States 


Quan- Quan- 
titative Federal titative Federal 
Tariff res- — procure- Tariff res- — procure- 
rate _trictions + ment Total’ rate  trictions ment Total’ 
(1) (2) (3) (4) (5) (6) (7) (8) 


(per cent) 


Agriculture 

Forestry 

Fishing and hunting 

Base metal mines 

Uranium mines 

lron mines 

Coal mines 

Petroleum and gas wells 
Asbestos mines 

Other non-metal mines 
Services incidental to mining 
Meat products 

Poultry products 

Fish products 

Dairy products 

Fruit and vegetable products 
Feed 

Flour and breakfast cereals 
Biscuit and bakery products 
Confectionery products 
Vegetable oil 

Sugar 

Miscellaneous food 

Soft drinks 

Distilleries and breweries 
Wineries 

Tobacco and tobacco products 
Rubber footwear _ 

Tire, tube and other rubber and 
plastic products 

Leather 

Leather footwear 

Other leather products 

Yarn and cloth 


(continued) 


Table A2.1 (continued) 


Comparison of Canadian and U.S. Trade Barriers 
(93 Industry Classification) 


Canada United States 


Quan- Quan- 
titative Federal titative Federal 
Tariff res- — procure- Tariff res- procure- 
rate _trictions +=ment  Total’” rate  trictions ment Total!’ 
(1) (2) (3) (4) (5) (6) (7) (8) 


(per cent) 


Synthetic textiles 

Carpet, mat and rug 

Textile bags and canvas products 
Other textiles 

Hosiery and knitting 

Clothing 

Sawmills 

Veneer, plywood sash and door 
Other wood products 
Household furniture 

Other furniture 

Pulp and paper 

Asphalt roofing products 

Paper box and bags 

Other paper products 

Printing and publishing 
Engraving and stereotyping 

lron and steel foundries 

Steel pipe and tube 

Smelting and refining 

Aluminum rolling, casting and 
extruding 

Copper and alloy rolling, casting 
and extruding 

Other metal rolling, casting and 
extruding 

Boiler and plate 

Fabricated structural steel 
Metal stamping 

Wire and wire products 
Hardware and cutlery 

Other metal fabricating 
Agricultural machinery and 
equipment 

Industrial machinery and 
equipment 

Office machinery and equipment 
Aircraft and parts 


(continued) 


60 


Table A2.1 (continued) 
Comparison of Canadian and U.S. Trade Barriers 
(93 Industry Classification) 


Canada 


Quan- 
titative Federal 
Tariff res- = procure- Tariff 
rate _trictions ment Total!’ rate 
(1) (2) (3) (4) (5) 


(per cent) 


Motor vehicles 

Motor vehicle parts 

Shipbuilding 

Other transportation equipment 
Small electric appliances 

Major electric appliances, radio 
and TV 

Communication equipment 
Electrical industrial equipment 
Electric wire and cable 

Other electrical products 

Cement and lime products 
Concrete products 

Clay, stone and refractory products 
Glass and glass products 

Other non-metal mineral products 
Petroleum refineries 

Other petroleum and coal products 
Mixed fertilizers 

Plastic and synthetic resins 
Pharmaceutical 

Paints and varnish 

Soaps and cleaning compounds 
Toilet preparations 

Industrial and other chemical 
products 

Scientific and professional 
equipment 

Linoleum and coat fabric and 
miscellaneous 


Goods-producing 


( Figures may not add due to rounding. 


United States 


Quan- 
titative Federal 
res- — procure- 
trictions ment Total’ 


(6) (7) (8) 


Note: The estimates of quantitative restrictions and discriminatory government procurement are expressed in 


tariff equivalent form. 


Sources: Department of Finance and the Institute for Research on Public Policy. 


(i) Quantitative Restrictions (QRs) 

Both Canada and the United States 
impose permanent restrictions on imports of 
a variety of raw and processed food prod- 
ucts, textiles and clothing. In addition, the 
United States imposes permanent restric- 
tions on imports of fish, books and ships, 
while Canada restricts imports of used 
motor vehicles, aircraft and parts. However, 
when Canada-U.S. trade flows are con- 
sidered, the list of QRs narrows to include 
only agricultural products, ships, used motor 
vehicles, aircraft and parts. Estimates of the 
tariff equivalents of restrictions on imports 
shown in Table A2. 1 include agricultural 
products only. 

Canadian restrictions on imports of 
agricultural products from the United States 
cover grain, poultry and products, eggs, 
dairy products, flour and feed, while the 
United States import restrictions cover dairy 
products, sugar and sugar-containing prod- 
ucts. In addition, U.S. meat import laws 
have been used in the past to restrict import 
from Canada. With the exception of U.S. 
restrictions on meat products, all of these 
quantitative restrictions are related to 
agricultural price support and supply 
management programs. 

The impact of quantitative restrictions 
on domestic prices was calculated as the 
difference between the observed producer 
price in Canada and the comparable world 
price, after adjustment for exchange rates, 


tariffs and transportation charges. Because 
of data limitations, several proxies for the 
world price were used. 

The price effects of U.S. QRs were 
obtained from G.C. Hufbauer, et al.°°° This 
study compared U.S. domestic prices to 
world prices to calculate the tariff equiva- 
lents of U.S. QRs. 


The incremental protection provided by 
the QRs on agricultural products is equiva- 
lent to a tariff averaging 1.4 per cent for all 
goods-producing industries in Canada and 
1.7 per cent in the United States. 


Table A2.1 also includes estimates of 
the price protection provided by provincial 
policies with respect to alcoholic beverages. 
These policies include regulations restricting 
the sale of beer brewed outside the prov- 
ince; differential mark-ups on wines and 
distilled spirits; and listing measures for wine 
and distilled spirits that are alleged to create 
barriers to trade. These measures are 
estimated to provide substantial protection 
to the alcoholic beverages industry. For 
example, the discriminatory mark-up on 
imported wines by the British Columbia and 
Ontario governments provides domestic 
producers with a price advantage in excess 
of 50 per cent. Similarly, the regulations on 
beer sales provide price protection in the 


(20) GC. Hufbauer, D. Berliner and K. Elliott, Trade Protection in the United States, Institute for International Economics, 


Washington: 1986. 
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60-per-cent range to breweries. The price 

protection provided to distillers is less sub- 
stantial; estimates range from near zero to 
10 per cent. 


(ii) Federal Government Procurement 


Estimates of the rate of price protection 
provided by preferential government pro- 
curement of non-defence goods at the 
federal government level are shown in 
Table A2.1, columns 3 and 7. 


The tariff equivalents of federal govern- 
ment procurement policies are calculated as 
the tariff rate required to reduce total 
imports by the same amount as the change 
in federal imports attributable to preferential 
procurement practices. The change in 
federal imports resulting from preferential 
purchasing is obtained by making the 
assumption that without these practices 
federal propensities to import would be the 
same as in the private sector. The estimated 
change in government purchases is used in 
combination with estimates of the price 
sensitivity of imports to calculate the implicit 
tariff. 

The industrial distribution of Canadian 
federal government procurement of goods 
was obtained from the 1981 Statistics 
Canada input-output tables, the latest 
available. The share of imports by industry 
was calculated using information on the 
location of vendors in 1981 gathered by the 
Department of Supply and Services. Infor- 
mation on U.S. federal purchases by indus- 
try and location of supplier for 1984 was 
obtained from the Federal Procurement 
Data Center. The import price elasticities 
used in the U.S. calculations were obtained 


from the LIFT model of the United States 
economy developed at the University of 
Maryland. 


The tariff rates that would have the 
same effect on imports as the preferential 
purchases of non-defence goods by federal 
governments average approximately 
0.2 percentage point in both Canada and 
the United States. Industries that receive 
substantially larger-than-average benefits in 
both countries are office, communication, 
and industrial electrical equipment. In 
Canada, shipbuilding and industrial 
machinery and equipment also benefit 
disproportionately while, in the United 
States, the industrial chemical products and 
metal (excluding aluminum) rolling industries 
also receive substantially larger-than- 
average benefits. 


B. Contingent Protection 


Contingent protection measures, in 
contrast to ‘‘standing”’ trade barriers, are 
temporary and subject to proof of injury to 
domestic industry. These measures include 
anti-dumping and countervailing duties as 
well as escape clause and safeguard meas- 
ures. They take the form of either a tariff 
(e.g., a countervailing duty) or a quantitative 
restriction (e.g., a temporary ceiling on 
imports), which can be expressed in tariff 
equivalent form. The complete range of 
contingent protection measures in effect in 
Canada and the United States as of 
September 1987 are shown in 
Table A2.2. 


Table A2.2 


Contingent Protection Measures in Effect in Canada 


and the United States as of September 1987 


Tariff 
Canada measure 


Anti-dumping” 
Photo albums 
Charcoal briquettes 
Graphite electrodes 
Porcelain insulators 
Electric motors 
Potatoes 
Vehicle washing equipment 
Sodium carbonate 
Nickel and 

nickel alloy pipe 
Abrasion resistant pipe 
Plate coil 
Oil and gas well casing 
Stainless steel pipe 
Band saw blades 
Gas-powered chain saws 
Yellow onions 
Metal storage cabinets!) 
Frozen pot pies and dinners‘) 
Tile backer board‘ 


Countervail 
Corn 


Safeguard?) 
Women’s and girls’ 
footwear") 


Pending final decision (Anti-dumping) 
Fertilizer equipment 
Recreational vehicle doors 


Tariff 
United States measure 


Cholide chlorine 
Red raspberries 
Salted codfish 
lron construction castings 
Oil country tubular 
goods 
Brass sheet and strip 
Fresh cut flowers 


Swine 

Oil country tubular goods 
Fresh Atlantic ground fish 
Softwood lumber?) 
Fresh cut flowers 


Wood shakes and shingles 
Specialty steel’ 


Colour TV tubes 
Potash 


(4) As announced in the Notice of Final Determination. The rates actually imposed vary from shipment to shipment 
depending upon the annually established ‘‘normal’’ price and the invoice price of the good. 


(2) Undertaking agreements whereby U.S. exporters agreed to raise prices. 


(3) |n December 1986, the Canadian government imposed an export tax on softwood lumber in order to forestall the 
imposition of a countervailing duty by the United States. The export tax is treated as a U.S. countervailing duty for 


measurement purposes in this document. 


(4) Tariffs imposed by the United States on specialty steels and wood shakes and shingles are scheduled to decline over time. 


(5) Estimated tariff equivalent of the quota imposed as a relief measure. The quota is scheduled to expire in 1988. 


(6) In addition to tariffs, quotas also pertain to Canadian exports. 


Sources: Trade Negotiations Office, U.S. Federal Register, Department of National Revenue and the Department of Finance. 
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The Department of Finance 
General Equilibrium Trade Model: 
The Structure 


The Department of Finance’s estimates 
of the long-run economic impacts of the 
Canada-U.S. Free Trade Agreement are 
obtained from simulations with a general 
equilibrium trade model developed by the 
Department of Finance in collaboration with 
Professors Richard Harris and David Cox. 
The starting point is the general equilibrium 
model employed by Harris and Cox in their 
analysis of trade liberalization and industrial 
policy for the Ontario Economic Council and 
their study for the Royal Commission on the 
Economic Union and Development 
Prospects for Canada’*””. 


The Department of Finance’s general 
equilibrium trade model is in the tradition of 
applied general equilibrium modelling in that 
it focuses on the allocation of the economy’s 
limited resources among competing uses. 
The model assumes full utilization of 
resources so that changes in relative prices 
lead only to a shift in employment across 
sectors with no change to the overall level of 
employment unless the supply of labour 
changes. The model provides estimates of 
the long-term, or permanent, effects of 
policy changes once the economy has fully 
adjusted to the new policy environment. The 
primary data source for the Department of 
Finance general equilibrium trade model is 
the 1981 Statistics Canada input-output 
tables of the Canadian economy. 


1. General Features of the Model) 


Three factors of production are 
included in the model: capital, labour and 
materials. The three factors are substitu- 
table in response to changes in their prices. 


Labour and capital are mobile across sec- 
tors in Canada, but only capital is assumed 
to be mobile internationally. The model, in a 
limited sense, is a three-region model: 
Canada, the United States and the rest of 
the world (ROW) are identified. Although 
changes in Canada’s export prices influence 
demand by the United States and the ROW, 
income and activity outside Canada are 
assumed to be unchanged in the trade 
liberalization scenarios. (In other words, the 
possible income changes in the United 
States as a result of free trade with Canada 
are not captured by the model.) Import 
prices are fixed on the assumption that 
Canadian demand for imported goods is too 
small to affect world prices. In contrast, the 
supply of Canadian exports affects their 
prices in the Finance model. 


These assumptions about export and 
import prices mean that reductions in trade 
barriers between Canada and the United 
States may cause a deterioration or an 
improvement in Canada’s terms of trade. 
Lower domestic trade barriers result in an 
increased supply of exports, as resources 
are shifted from import-competing to 
export-oriented industries, and this puts 
downward pressure on export prices. Lower 
production costs due to rationalization also 
result in lower export prices. On the other 
hand, the reduction in U.S. trade barriers 
allows Canadian producers to raise export 
prices, since part of the burden of current 
U.S. barriers falls on Canadian producers. 


” R. G. Harris, with David Cox, Trade, Industrial Policy and Canadian Manufacturing, Ontario Economic Council, 1983; and, 
“Summary of a Project on the General Equilibrium Evaluation of Canadian Trade Policy’’, in Canada-United States Free 
Trade, Research Studies Volume 11, J. Whalley, Research Coordinator, University of Toronto Press, 1985. 


(22) A detailed description of the Department of Finance general equilibrium trade model will be available in a forthcoming 


Department of Finance Working Paper. 


Over all, the terms of trade change may be 
positive or negative. 

The sectoral detail can be used to 
derive regional impacts based on the current 
trade patterns of each region and assuming 
no change in the distribution of activity 
across regions within each industry. 
Changes in the level of activity in an industry 
are allocated to the various regions on the 
basis of the current distribution of activity of 
that industry across regions. 


2. Particular Features of the Model 


A particular feature of the Department 
of Finance’s general equilibrium trade model 
is the explicit modelling of “imperfect com- 
petition’ and plant-level scale economies in 
manufacturing industries. These two fea- 
tures permit analysis of the rationalization 
effects that are likely to occur as a result of 
freer trade. The combination of increased 
import competition and enhanced access to 
the large U.S. market should cause 
Canadian firms to become more efficient by 
lengthening production runs and/or increas- 
ing plant size. In the model, these rationall- 
zation effects are captured by spreading 
fixed costs of production per plant over a 
larger volume of output. This generally 
involves a reduction in the number of plants. 

Traditional general equilibrium models 
based on perfect competition and constant 
returns to scale do not capture these 
effects. In these models, the impacts of freer 
trade on real income result primarily from 
the output gain due to comparative advan- 
tage specialization and from terms of trade 
effects, which may be positive or negative. 
As a result, such models generally indicate 


smaller real income gains from trade liberali- 
zation than when rationalization effects are 
explicitly allowed for. 


3. Key Parameters 


The key parameters in the Finance 
model are plant-level scale economies, 
pricing rules for manufacturing firms, and 
the sensitivity of imports and exports to 
changes in relative prices. 


The scale economy estimates used in 
the Finance general equilibrium trade miodel 
were developed from an econometric 
analysis of cost-scale relationships in 148 
Canadian manufacturing industries using 
plant-level data for 1979.°°® Based on this 
analysis, the maximum cost savings achiev- 
able through elimination of scale-related 
inefficiencies in the import-competing manu- 
facturing sector were estimated at 3.3 per 
cent of manufacturing production costs in 
1981. This maximum cost saving achievable 
by rationalizing production in import-com- 
peting manufacturing industries is never 
realized in simulations of trade liberalization. 
Indeed, the actual gain resulting from 
Canada-U.S. free trade as estimated with 
the Department of Finance model is just 
over three-quarters the potential gain. The 
explanation is that not all scale-related 
inefficiencies are caused by trade barriers. 
For example, transportation costs may 
prevent firms from building plants that mini- 
mize production costs. 

The pricing strategy adopted by firms in 
response to free trade influences the extent 


(23) For more details, see the forthcoming Department of Finance Working Paper: Econometric Estimates of Scale 


Economies. 
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that potential rationalization gains are real- 
ized. Two strategies for import-competing 
manufacturing firms are considered. The 
first, analyzed by Professors Eastman and 
Stykolt in 1967,'°*) can be described as 
tariff-limit pricing: domestic prices are set as 
the price of imports plus the tariff. Given this 
pricing strategy, lower trade barriers lead 
firms to reduce their prices and to try to 
maintain profitability by rationalizing their 
operations. This response maximizes the 
rationalization gains. It also helps import- 
competing firms maintain domestic market 
share and stimulates exports. 


The second strategy involves setting 
prices as a mark-up on variable costs, with 
the mark-ups determined by considering the 
sensitivity of demand to price changes in 
domestic and foreign markets. Given this 
pricing strategy, there is no direct link from 
lower import prices to lower domestic prices 
and cost reductions through rationalization 
of production. Lower trade barriers cause 
the relative price of imports to decline, and 
domestic firms lose market share. 


In the simulations reported in this docu- 
ment, it is assumed that all import-compet- 
ing firms, which account for about 60 per 
cent of production in manufacturing, adopt 
tariff-limit pricing. The gains from free trade 
are reduced if tariff-limit pricing is con- 
sidered less prevalent, since there is 
assumed to be a direct link between lower 
selling prices, losses and attempts to reduce 
costs by rationalizing operations. 

The price sensitivity of exports and 
imports influences the overall gain as well as 


the sectoral effects. The more sensitive are 
exports and imports to changes in relative 
prices, the greater will be the shift in 
resources across industries. The relevance 
of trade price sensitivities for the overall real 
income gain arises from their effect on the 
terms of trade. Increases in the supply of 
Canadian exports can be absorbed with less 
downward pressure on export prices the 
more sensitive demand is to prices. Conse- 
quently, if exports are highly price-sensitive, 
a terms of trade loss is less likely and the 
real income gain will be augmented. 

The parameters determining the sen- 
sitivity of imports to relative prices used in 
the Finance model were developed from an 
econometric analysis of imports of 70 com- 
modities over the 1961-1981 period.‘?* This 
analysis involved development of a new data 
base on import prices, making use of work 
undertaken by the Department of Regional 
Industrial Expansion and the Input-Output 
Division at Statistics Canada. The export 
price sensitivity parameters are based on 
U.S. import demand equations, adjusted to 
reflect the fact that Canada supplies a small 
proportion of total U.S. demand for goods. 
The U.S. import demand equations were 
taken from the LIFT model, developed at the 
University of Maryland‘*°. Trade price elas- 
ticities used in the Finance model average 
4.1 for exports and 2.7 for imports. 


(24) H.C. Estman, and S. Stykolt, The Tariff and Competition in Canada, Toronto: Macmillan, 1967. 
(25) For more details, see the forthcoming Department of Finance Working Paper: Econometric Estimates of Trade Price 


Elasticities. 


(26) A. Clopper, Jr., M.B. Buckler, L.M. Horwitz, and T.C. Reimbold, 1985: Interindustry Forecasts of the American Economy, 


Lexington Books, Toronto: 1985. 
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